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Matthew E. Rubel

Chief Executive Officer and President

2007 A Strategic Transformation
Fellow Stockholders:

The year 2007 was one of positive strategic transformation for
Payless ShoeSource®. We became a new company — Collective
Brands. The acquisition of The Stride Rite Corporation and
Collective International LP created brand platforms and busi-
ness models which will enable us to step into the growing sec-
tors of footwear and related businesses on a global scale. We
are now armed with brands at the mass and premium level,
with capabilities in retail, wholesale, licensing, e-commerce,
product creation, supply chain and logistics. Our brands are
authentic and are leaders in their respective categories. Our
capabilities are real and can be leveraged.

The mission for Collective Brands is to be the leader in bring-
ing compelling lifestyle, performance and fashion brands for
footwear and related accessories to consumers worldwide.
Qur business units will operate independently yet leverage
our core infrastructure. Four key strategic pillars will platform
and structure our thinking and business. These pillars are
Consumer Connections, Powerful Brands, Operational Excel-
lence and Dynamic Growth. To support this we are committed
to building a high performance organization.

The mission for Collective Brands is to

become the leader in bringing compelling

lifestyle, performance and fashion brands
for footwear and related accessories to
consumers worldwide.
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Let me amplify a bit:

Consumer Connections

Meet and exceed our target consumer’s varied desires for

style, performance, quality and value.

Leverage best-in-class insights to continually anticipate our
relevance to their lifestyles and desires.

Create outstanding experiences at each touchpoint with our
customers and consumers: On-line, In-store and with busi-
ness partners.

Powerful Brands

Build a diverse portfolio of leadership brands which forge
emotional and long-lasting connections with each target
consumer worldwide.

Infuse our brands with personalities that meet the lifestyle
and aspirational desires of our customer.

Deliver messaging that effectively communicates the brand
essence while elevating its position relative to competition
and the marketplace.

Operational Excellence

Develop capabilities to execute core processes at a best in
class level in product creation, supply chain and logistics,
and talent development.

Leverage technologies to streamline and enable new
business processes.

Consistently deliver effective and eflicient solutions to
leverage our partners and their needs in order to

more effectively serve our customer.

Develop the competency to deliver continuous improve-
ment throughout the organization.

Develop a company culture which understands its role
in the environment and drives for sustainability.




Dynamic Growth

* Fully extend the reach of our brand platforms across global
markets.

* Expand the reach of our brands into other relevant catege-
ries from the core base of footwear.

* Build out the delivery channels for our brands: Wholesale,
Retail, Licensing and E-commerce/Consumer Direct.

+ Grow our portfolio of brands by internal development,
license and acquisition.

Earlier i mentioned building a high performance organization.
This is the foundation to our company's four strategic pillars.
We must design an organization which clarifies and speeds
decision making and ownership of initiatives and results. The
organization must be built for growth yet not get ahead of
itself. Culturally, we must understand we are here to serve
our customers, associates, communities and shareholders. In
addition, our culture must be one of accountability for results
while building and enriching careers.
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We will build a diverse portfolio of leadership brands which
forge emotional and long-lasting connections with each

target consumer worldwide.
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For Payless many beneficial things happened on so many var-
ied fronts, yet the results were not positive overall. Virtually
every data point shows that the vast majority of the challeng-
es were due to a mainstream consumer marketplace which
was negatively jolted by multiple issues. This impacted our
core U.S. business at Payless where results were below our
expectations. However, our customers now recognize us as
the first place they go to buy footwear, and we increased our
customer service scores to all-time highs, which led to an in-
crease in conversion when customers came to our stores.

Qur brand penetration increased to nearly 50% at Payless
and brands generated a higher sales and margin productivity
per facing than our private labels. This, driven in part by the
successful brand launches of American Eagle™ and American
Ballet Theatre For Spotlights™, along with the Disney direct
to retail initiative, helped us to achieve record merchandise
margins. Payless was named one of the 50 Most Innovative
Companies in the world by Fast Company Magazine which
cited our unique approach to designer alliances and to de-
mocratizing fashion and design in footwear and accessories.

We opened the first of our two new distribution centers. While
it is taking a bit longer than planned to get up and running at
full capacity we are now close and ready to complete our dual
distribution project in 2008. With energy prices sky-rocketing
the investment will pay off at or above our expectations. Our
international strategy is starting to show incredible results and
gave us the confidence to sign a joint venture to enter Colombia,
the sixth largest economy in Latin America.

Payless was named one of
the 50 most Innovative
Companies in the world by
Fast Company Magazine.
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While it is early, all other areas of Coliective Brands showed
growth. Payless international sales were up, driven by our
Latin American growth. Stride Rite showed growth in both
retail and wholesale. The strongest performers at wholesale
were Sperry Top-Sider® and Saucony® as well as international.
We created a powerful and synergistic product sourcing and
development platform for the entire company and made ma-
terial progress on our distribution infrastructure. We are on
target with our integration plans and have strong teams in
place to run each business.

As a company we had $257 million in adjusted EBITDA", low-
ered our cost of capital, and created value. We have a strong
cash flow, a solid balance sheet, and enter what will be a try-
ing year with a keen eye on the consumers of each franchise.
Even in difficult economic cycles we will keep a focus on in-
novation for our consumers. It is my strong belief that this
along with effective operational management has the great-
est opportunity to build and sustain shareholder value in the
long run.

While it is early, both of our acquisitions are successful. With
Collective International, we have acquired not only a great
platform, business model and team, but also the number two
skateboard brand in the world, Airwalk®. Stride Rite has per-
formed well since the acquisition. The team is to be com-
plimented for their focus and passion. We have four great,

Payless Designer Partners
feft to right
tela Rose, Laura Poretzky, Stacey Bendet




unigue platforms: Stride Rite® children’s group, Saucony,
Sperry Top-Sider and Keds®. As ! mentioned Saucony and
Sperry led the growth and both were recognized by the in-
dustry and their peers to have done extraordinary things in
repositioning the brands and driving for quality and innova-
tion. Keds has seen strong international results. Our Stride
Rite children’s group positioned itself to start growing beyond
the 0-6 year old with the acquisition of the Jessica Simpson
girls license. And it strengthened its leadership in the below
six year old category with innovative launches of new ideas
like SuperBall® and Boogie Board™ for Stride Rite and Treadz™
for Robeez®.

But as | said earlier, our Payless performance for the year was
challenged by a U.S. economy which caused a major pullback
in store traffic. This left our overall performance below our ex-
pectations. Relative to value channel competition, the Com-
pany made gains but still had a decline in comparable store
sales of 2%.

The upcoming year will be
both exciting and demanding
for all of Collective Brands.
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The upcoming year will be both exciting and demanding for
all of Collective Brands. We will focus on continued execution
against the core strategy, while at the same time, responding
to short term consumer issues and taking appropriate short
term actions against current performance. We see a contin-
ued challenge in the U.5. marketplace. In addition a weak-
ened dollar and rising prices out of Asia will burden us on
the sourcing side. At Payless, in particular, we will focus on
the fundamentals of expense and inventory management
while continuing to elevate our product and store experience
for the consumer both domestically and internationally. Qur
strategy at Payless is a good one yet we must execute, keep-
ing an eye to ensure we deliver great product which inspires
fun fashion possibilities for the family while enabling customers
to pay less.

At Stride Rite we have great growth opportunities domestical-
ly and internationally. Our focus is to work with the talented
leadership team to platform their great work and thinking and
to create a diversified global growth engine for the company
where we can invest for high returns. We are well on our way
to formulating those plans.

For Collective Brands, our future is bright. We have built a
diversified hybrid company with leadership brands and strong
core capabilities. We are committed to becoming a global
company which excels in product, people and the ability to
bring its ideas to consumers in the most efficient manner.

I want to thank the over 31,000 co-workers at Collective Brands
for their dedication and hard work. We have created a great
company where, if we execute with excellence, we will build
great value for all.

Cheers,

NI

Matthew E. Rubel

Chief Executive Officer and President

* EBITDA was adjusted for the impact of the flow through of inventory at fair vatue. For a reconciliation
of adjustad EBITDA 10 cash flow provided by operating activities, please visit our wabsite at collective-
brands.com and click on the "Investor Relations” and “Presentations and Webcasts™ links, For fiscal
2007, cash flow provided by operating activities was $192.8 million.




~# summary of selected historical financial information ; |

The summary below should be read in conjunction with “Management’s Discussion and Analysis of Financial Condition and Results of Operations? |
and the Notes to Consolidated Financial Statements, included in the Form 10-K, Fiscal Year @ ‘

{dollars in millions, except par share; shares in thousands)

Statements of Earnings (Loss) Data:

PUEE SBLES oot ate e caes ettt ss s bbb e et et bt e e
COSE OF SBIES - cverner oo ittt et ceas e et ses et e e i
GTOSS MMANGIN <ocvertrcrtoanecosesaese s s veems bR RE 4ot 1282 mne e essm e emeceeh 424 RE SR £ 1ots a2 e s
Selling, general and administrative @XPENSeS ..o
Restructuring charges (benefits} B e e

Operating profit from continuing operations ..
Interest expense ...
Interest income ..

Earnings from continuing aperations before income taxes and minority interest ......,
Provision (benefit) {or INCOME LAXES ..o

Earnings from continuing operations before minority interest ... -
Mincrity interest, net of INCOME TAXES .o e

Net earnings from CONtNUING OPEratIONS ...owrrrercerier e eveeameeess s
Loss from discontinued operations, net of income taxes and minority interest #1831

Net earnings (loss) before cumulative effect of change in accounting principle ......
Cumulative effect of change in accounting principle, net of income taxes and
minority interest ¥ ... e

Net @arMINGS (JOSS) 1.cuom ier sttt 1o eet et ee e e

Diluted earnings {loss} per share:

Earnings from continuing OPErations ...
Loss from discontinued operations, net income taxes and minority interest.....
Diluted earnings (loss) per share before cumulative effect of change in accounting
PINGIPIE Louiiitietirmees s e ettt e
Cumulative effect of change in accounting principle ...
Diluted earnings (loss) per share ...
Average shares outstanding - diluted .

Balance Sheet Data:
Working capital .
Property and eqQuipment, Net ... e
T BSSEIS covivtieitirierinseerereres e st eme ettt bS e e
Total long-term debt B e
TOtal @QUILY B et s eet e e

Other Financial Data:
Capital @xPendITUIES oo one et
Present value of OPerating | 3585 ... e
Net retail sales growth, continuing operations ...
Same-store sales growth, continuing operations ‘7
Return on equity, including discontinued operations ...
Return on net assets, including discontinued operations
Return on invested capital, continuing operations ..........
Stores open (at year-end) ..o,

(1) Al ysars include 52 wesks, except 2006, which includes 53 weeks. During 2003, we changad the repotting for our operations in the Centsal and South Amarican Regions 10 use a December 31 year-ad.
{2) In 2006, 2005 and 2004, the restructuring charges and discontinued operations relate 1o owr decision 1o axit all Parade, Pesu and Chile stores, as well as 264 Payless ShoaSource stores. We also shiminiied

approximatsty 200 managesneni and adminisuative positions. ln 2003, the restruciuring activity refates 1o changes in satimatad net costs associated with the resiruciuring charge recarded in 2001 in conIme- |
tion with our decision Lo close cartain domestic civision officas, as well as approsimately 100 Payless and Parade siores. B :
{3) During 2006, we exited retail operations in Japan and closed its one store location. The financial results for retail oparations in Japan have bean reflacted as discontinued operations for all pesiads pr
seated. In addition, as a result of the 2004 resiructuring, the rasuits of operations for Parade, Pery, Chile and 26 Payless closed sioras are classilied ss discontinued operations for al periods presanted. -

i) As discussad in Nate 22 "Change in Accounting Principle” undsr the Notes Lo Consclidated Financial Statements indudwdiin itam 8, “Financial Statamants and Supplementary Data® of this Form 184, we
adopied FASE tnterpretation Ne. 47, "Accounting for Conditional Asset Retirement Obligations « An Interpretation of FASB Siatamant No. 343," during the fourth quarter of 2005. o

{5} Excluded irom tota) long-tarm deb for 2008-2006 ara demand notas payable entered into to finance aur subsidiaries in the Central Amarican Region. During 2003-2006, we maintained certificates olile-
posit, in amounts aqual W thoss demand noles, as compensating balances to collateralize those notes paysble, The certificatas of deposit are reflected 23 rastricted cash for those pesiods in our consollated
halanes shasts found slsawhare in this Form 10-K, These demand notes wera paid in 2007, B

{5 During 2003, 2004, 2005, 2006 and 2007, we repurchasad $1.7 million (117 thousand shares), $11.4 million (938 thousand shares), $71.2 milfion (3.3 millian sharas}, $129.3 enillion (5.0 milion shares), andjﬁd&'ﬂ
millicn €2.4 million shares), res;yactively, of common stock undar our stock rapurchase programs and in connaction with cur employea stock purchass, defarred compansation and stock incentive plans.

(73 Same-stote salss are prassnted on a 52 waek comparing basis for all years. Same-store sales are calculated on a weakly basis and excluda liguidation sales. If a store is open the entire week in each of the
two years baing compared, 1s sales aia Includad in tha ssma-store sales cafculation for that wesk, Ralocated and ramodeled storas sre alac includsd in the same-sicre salas calculation if they were opergduring
the entire waek in each of tha two years being compared. Stride Rite storas are excluded in this calculation as the Stride Rite stores were not owned by the Company in tha prior year. The same-stora sglas
calculation excludas the South American and Cantral Amerlean Ragions.

(8} During 2006, wa adoptad tha falr valua recognition provisions of SFAS No 123(R), "Share-Basad Payment,” See Note 3 “Share-Basad Compengation” under the Notes to Cansolidated Financial Stm&‘nems
includad in ltgn 8, "Financial Statsrnents and Supplamantary Data® of this Foum 10-K. :

(9) During 2007, wa adopted the provisions of FASE Interpratation No. 48, "Accounting for Uncettainty in Ingorne Taxes — an Interpratation of FASB Statement No. 109", Soe Note 9 “income Taxes” undgr the
Motes 1o Consolidated Financia) Stataments included in ltern 8, “Financial Statemenis and Supplamentary Data” of this Farm 10-K. 5
(1) Results far 2007 includs the slfects of the ecquisitions af Stride Rita (acquired August 17, 2007) and Collective Licensing {acquired March 30, 2007) a5 of the date of those acquisitions.
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Forward Looking Statements

This report contains forward-looking statements relating to such matters as anticipated financial performance, business prospects,
technological developments, products, future store openings and closings, international expansion opportunities, possible strategic
initiatives, new business concepts, capital expenditure plans, fashion trends, consumer spending patterns and similar matters.
Statements including the words “expects,” “anticipates,” “intends,” “plans,” “believes,” “seeks,” or variations of such words and
similar expressions are forward-looking statements. We note that a variety of factors could cause our actual results and experience
to differ materially from the anticipated results or expectations expressed in our forward-looking statements. The risks and
uncertainties that may affect the operations, performance, development and results of our business include, but are not limited to,
the following: changes in consumer spending patterns; changes in consumer preferences and overall economic conditions; the
impact of competition and pricing; changes in weather patterns; the financial condition of the suppliers and; changes in existing or
potential duties, tariffs or quotas and the application thereof; changes in relationships between the United States and foreign
countries; changes in relationships between Canada and foreign countries; economic and political instability in foreign countries,
or restrictive actions by the governments of foreign countries in which suppliers and manufacturers from whom we source are
located or in which we operate stores or otherwise do business; changes in trade, intellectual property, customs and/or tax laws;
fluctuations in currency exchange rates; litigation including inteltectual property and employment litigation; availability of suitable
store locations on acceptable terms; the ability to terminate leases on acceptable terms; the ability to hire, train and retain
associates; performance of other parties in strategic alliances; general economic, business and social conditions in the countries
from which we source products, supplies or have or intend to open stores; performance of partners in joint ventures; the ability to
comply with local laws in foreign countries; threats or acts of terrorism or war; strikes, work stoppages and/or slowdowns by
unions that play a significant role in the manufacture, distribution or sale of product; congestion at major ocean ports; changes in
commodity prices such as oil; and changes in the value of the dollar relative to the Chinese Yuan and other currencies. See also
“Risk Factors.” All subsequent written and oral forward-looking statements attributable to us or persons acting on our behalf are
expressly qualified in their entirety by these cautionary statements, We do not undertake any obligation to release publicly any
revisions to such forward-looking statements to reflect events or circumstances after the date hereof or to reflect the occurrence of
unanticipated events.

"
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PART 1
ITEM 1. BUSINESS
General

Collective Brands, Inc. ("Collective Brands” or the “Company”) is a leader in bringing compelting lifestyle, fashion and
performance brands for footwear and related accessories to consumers worldwide. We operate strategic business units
covering a powerful brand portfolio, as well as multiple price points and selling channels including retail, wholesale,
ecommerce and licensing. Collective Brands is the holding company for Payless ShoeSource, Inc. (“Payless”}, The Stride Rite
Corporation (“Stride Rite”), and Collective International, LP (“Collective Licensing™). Payless is one of the largest footwear
specialty retailers in the Western Hemisphere. It is dedicated to democratizing fashion and design in footwear and accessories
and inspiring fun, fashion possibilities for the family at a great value. Stride Rite markets the leading brand of high-quality
children's shoes in the United States as well as products for children and adults under well-known brand names, including
Stride Rite®, Robeez®, Sperry Top-Sider®, Saucony® and Keds®. Collective Licensing is a youth lifestyle marketing and
global licensing business.

All references to years are to our fiscal year unless otherwise stated. Fiscal year 2007 ended on February 2, 2008.

Payless is one of the largest footwear retailers in the Western Hemisphere, with 4,552 retail stores in 15 countries and
territories as of year-end 2007. Our Payless ShoeSource retail stores in the United States, Canada, the Caribbean, Central
America, and South America sold nearly 170 million pairs of footwear and approximately 40 million units of accessories
during fiscal 2007. Payless ShoeSource stores sell a broad assortment of quality footwear, including athletic, casual and dress
shoes, sandals, work and fashion boots, slippers, and accessories such as handbags and hosicry. Payless ShoeSource stores
offer fashionable, quality, private and branded label footwear and accessories for women, men and children at affordable
prices in a self-selection shopping format. Our stores feature several designer and mainstream footwear brands including
Abaete for Payless™, Airwalk®, American Eagle™, Champion®, and Dexter®. We seek to compete effectively by getting to
market with differentiated, trend-right merchandise before mass-market discounters and at the same time as department and
specialty retailers but at a more compelling value. As of year-end 2007, each Payless ShoeSource store stocked on average
approximately 6,600 pairs of footwear. We focus our marketing efforts on women consumers between the ages of 18 and 44
with household incomes of less than $75,000. We believe this group of consumers makes a disproporticnately large share of
household footwear purchasing decisions. We believe that approximately one-third of these target consumers purchased at
least one pair of footwear from our stotes last year. Payless also operates a shoe dyeing unit called Dyelights®, in which
customers order custom-dyed shoes usually for occasions such as weddings. In addition, we operate payless.com® where
customers can buy our products on-line and store associates can order products for customers that are not sold in ail of our
stores.

Stride Rite is the leading marketer of high quality children's footwear in the United States and is a major marketer of casual
and athletic footwear for adults. Stride Rite was founded on the strength of the Stride Rite children's brand, but today includes
a portfolio of great American brands addressing different market segments within the footwear industry. Stride Rite is
predominantly a wholesaler of footwear, selling its products mostly in North America in a wide vanety of retail formats
including premier department stores, independent shoe stores, value retailers and specialty stores. Stride Rite markets products
in countries outside North America largely through owned operations, independent distributors and licensees. Stride Rite also
markets its products directly to consumers by selling children’s footwear through its Stride Rite children’s retail stores and a
broader selection of its footwear through Stride Rite outlet stores and e-commerce sites. In total, Stride Rite operated 340
retail locations as of the end of 2007. Stride Rite designs and markets children’s footwear, for consumers between the ages of
six months and ten years, including dress and casual footwear, boots, sandals, athletic shoes and sneakers, in various styles.
Those products are marketed under the Stride Rite®, Robeez®, and other brand names at moderate to premium price points. In
addition, Stride Rite designs and markets marine performance footwear and outdoor recreational, hand-sewn, dress casual and
casual footwear, and boots for adults under our Sperry Top-Sider® and Sperry® trademarks. Stride Rite also designs and
markets technical running, athletic lifestyle, walking, and outdoor trail shoes and athletic appare! under the Saucony® brand
name and casual footwear and sneakers for adults and children under the Keds® trademark. Additionally, Stride Rite designs
casual footwear for women under the Grasshoppers® label.




History

Payless was founded in Topeka, Kansas in 1956 with a strategy of selling low-cost, high-quality family footwear on a self-
service basis. In 1962, Payless became a public company. In 1979, it was acquired by The May Department Stores Company
(“May Company”). On May 4, 1996, Payless became an independent public company again as a result of a spin-off from May
Company, On March 30, 2007, we acquired Collective Licensing, a Denver-based brand development, management and
licensing company. On August 16, 2007, we changed our name to Collective Brands, Inc., and the next day we completed our
acquisition of Stride Rite.

Stride Rite was founded in Boston, Massachusetts in 1919, as the Green Shoe Manufacturing Company (“Green Shoe™).
Green Shoe became a public company in 1960 and was listed on the New York Stock Exchange. It adopted The Stride Rite
Corporation name in 1966 in recognition of its well respected brand name. Stride Rite’s first retail store was opened in 1972,
The Sperry Top-Sider and Keds brand names were purchased from Uniroyal in 1979. During 2005 Stride Rite completed its
acquisition of Saucony and in 2006 Stride Rite purchased Robeez.

Our principal executive offices are located at 3231 Southeast Sixth Avenue, Topeka, Kansas 66607-2207, and our telephone
number is (785) 233-5171. Our common stock is listed for trading on the New York Stock Exchange under the symbol *PSS.”

Segments and Geographic Areas

We operate our business in four reporting segments; Payless Domestic, Payless International, Stride Rite Retail and Stride Rite
Wholesale. See Note 19 to the Notes to the Consolidated Financial Statements for a discussion on financial results by
segment.

1. The Payless Domestic reporting segment is comprised of retail stores under the Payless ShoeSource name in the U.S.,
the Company’s sourcing operations and Collective Licensing.

2. The Payless International segment includes retail operations in Canada; Puerto Rico; the U.S. Virgin Islands; the
South American Region which includes Ecuador; and the Central American Region which includes Costa Rica,
Guatemala, El Salvador, the Dominican Republic, Honduras, Nicaragua, Panama and Trinidad and Tobago. Our
operations in the Central and South American Regions are operated as joint ventures in which we maintain a 60-
percent ownership interest.

3. The Stride Rite Retail reporting segment consists of Stride Rite’s retail children’s stores, outlet stores and the leased
children’s shoe departments at Macy’s.

4. The Stride Rite Whelesale reporting segment consists primarily of Stride Rite’s wholesale operations which includes
Stride Rite Children’s Wholesale Division, Keds, Saucony and Sperry Top-Sider. In addition, the segment includes
sales to licensed dealers, international distributors and licensees. We sell footwear to approximately 8,000 customers
in nearly 70 countries and territories worldwide.

Stores

At the end of 2007, we operated a total of 4,892 retail stores. This was comprised of 3,954 in the Payless Domestic segment,
598 stores in the Payless International segment, and 340 stores in the Stride Rite Retail segment.

Payless Domestic

The average size of a store in the Payless Domestic segment is approximately 3,200 square feet. Depending upon the season
and the sales volume of the store, stores employ a widely varying number of associates including a store manager or shared
store manager. Stores use a combination of full-time and part-time associates. By including materially remodeled stores in our
calculation as new stores, Payless ShoeSource domestic stores were 13 years old on average at the end of 2007. At year-end,
407 stores had been updated to one of Payless’ new store formats. There were 385 “Hot Zones™ and 22 “Fashion Labs™™.




Payless ShoeSource stores operate in a variety of real estate formats such as shopping malls, central business districts, free-
standing buildings, strip centers, and leased departments in ShopKo stores. At year-end, 435 locations incorporated a “Payless
Kids” area which has nearly 1,000 additional square feet of selling space devoted to an expanded assortment of children's
shoes.

In 1999, we entered into a 10-year strategic alliance with ShopKo Stores, Inc., a discount retailer with stores primarily in the
Midwest, Western Mountain, and Pacific Northwest regions, through which we operate Payless ShoeSource shoe departments
within ShopKo® stores. This alliance provides an additional distribution channel for our products. As of year-end, there were
132 of these locations, and they are included in the table below.

The number of retail stores by geographic region for the Payless Domestic segment is represented in the table below.

Alabama 35 Louisiana 58 Oklahoma 45
Alaska 8 Massachusetts 98 Oregon 50
Arkansas 40 Maryland 73 Pennsylvania 157
Arizona 89 Maine 13 Rhode Island 14
California 536 Michigan 132 South Carolina 37
Colorado 55 Minnesota 48 South Dakota 15
Connecticut 45 Missouri Ik Tennessee 47
District of Columbia 8 Mississippi 48 Texas %0
Delaware 9 Montana 14 Utah 51
Florida 289 North Carolina 63 Virginia 78
Georgia 98 North Dakota 6 Vermont 7
Hawaii 16 Nebraska 34 Washington 88
lowa 33 New Hampshire 18 Wisconsin 78
Idaho 30 New Jersey 130 West Virginia 14
Nlinois 186 New Mexico 28 Wyoming 5
Indiana 60 Nevada 36

Kansas 35 New York 260 Guam 2
Kentucky 33 Ohio 134 Saipan 1
Total Domestic Segment Store Count 3,954

Payless International

Since opening our first store in Canada in 1997, our international presence has grown substantially. We entered Latin America
in September 2000. As of year-end, we had 598 stores in 10 countries, Puerto Rico and the U.S. Virgin Islands. We intend to
open our first Payless ShoeSource stores in Colombia in 2008.

The average size of a store in the Payless International segment is approximately 2,800 square feet. Stores in Latin America
tend to be smaller than stores in other locations because Latin America tends to have smaller shop spaces than North America.
Securing a site large enough for Payless often requires assembling two or three contiguous spaces. We are actively pursuing
opportunities to expand square footage for key locations in Latin America. By including materially remodeled stores in our
calculation as new stores, our international stores were on average seven years old at the end of 2007. At year-end, 50 stores
had been updated to one of our new store formats. There were 49 “Hot Zones” and one “Fashion Lab™”. Qur international
stores operate in a variety of real estate formats, including shopping malls, central business districts, free-standing buildings,
and strip centers.




The number of retail stores by Province, Country and Tetritory for the Payless International segment is represented in the table
below.

Canada
Alberta 41
British Columbia 41
Manitoba 10
New Brunswick 7
Nova Scotia 11
Ontario 142
Prince Edward Island 2
Quebec 52
Saskatchewan 11

Total Canada 317

Central America Region

Cosla Rica 22
Dominican Republic 16
El Salvador 21
Guatemala 38
Honduras 17
Nicaragua 12
Panama 18
Trinidad/Tobago 13
Total Central America 157

South America Region

Ecuador 36
Puerto Rico 83
U.S. Virgin Islands 5
Total Payless International Segment Store Count 598

Stride Rite Retail

Stride Rite retail children’s stores are located primarily in larger regional shopping centers, clustered generally in the major
marketing areas of the U.S. The average size of a Stride Rite retai! children’s store is approximately 1,700 square feet. Stride
Rite outlet stores average approximately 2,800 square feet because outlet stores carry a broad range of footwear for adults in
addition to children’s footwear. Most of our outlet stores are located in shopping centers consisting only of outlet stores. At
the end of 2007, each Stride Rite retail store carried on average approximately 8,900 pairs of shoes. By including materially
remodeled stores in our calculation as new stores, Stride Rite retail segment stores were on average approximately nine years
old at the end of 2007.

The number of retail stores by type for the Stride Rite Retail segment is represented in the table below.

Stride Rite Children's Stores 23]
Qutlet Stores 102
Leased Children’s Shoe Departments — Macy’s 7
Total Stride Rite Retail Stores 340

Siride Rite Wholesale

In addition to the Stride Rite retail stores, we had 165 Stride Rite locations managed by licensed dealers (not included in the
store count above) at the end of 2007, A licensed dealer is an independent shoe retailer that sells a high percentage of Stride
Rite product, and who brands the store as Stride Rite both on the exterior and interior of the store. We generate sales from
dealers by selling them our product. Dealers do not pay franchise or on-going fees. Stride Rite sales representatives monitor
the dealers’ assortments and appearance. We give guidance to the dealers on store remodeling. Dealers are not obliged to
participate in Stride Rite retail store promotions.




International Business

During 2007, Collective Brands had $479.6 million, or 16%, of its sales from international locations. Qur distribution is
getting more diverse each year as international sales have tended to grow faster than our overall sales.

Payless International

Sales in 2007 were $427.0 million, up 6% versus the prior year. The 2007 operating profit from continuing operations was up
3%, led by strong results in our Latin America markets, which is an emerging market for Payless. As a result of our success in
Latin America, we announced in 2007 that we will open our first stores in Colombia during 2008. Results from Colombia will
be a part of the Payless International segment. '

Stride Rite Wholesale

We sell footwear in nearly 70 countries and territories worldwide. We use our owned operations, independent distributors and
licensees to market our various product lines outside of the United States. We record revenue from foreign sources through
the sale of branded footwear products by our owned operations in Canada, the Netherlands, the United Kingdom and
Germany, from sales in certain countries to independent distributors of our products, and from royalties to authorized licensees
of our products. License and distribution arrangements enable us to develop sales in certain international markets without
incurring development costs and the capital commitment required to maintain related foreign operations, employees,
inventories or localized marketing programs. We assist in designing products that are appropriate to each foreign market, but
are consistent with the global brand position. Independent licensees and distributors purchase goods from either us or
authorized third-party manufacturers pursuant to distribution agreements or manufacture branded products consistent with our
standards pursuant to license agreements. Distributors and licensees are responsible for independently marketing and
distributing our branded products in their respective territories with product and marketing support provided by us. We are
also a party to foreign license agreements in which independent companies operate Stride Rite and Keds retail stores outside
the United States. A total of 11 Stride Rite and two Keds stores are currently operating in El Salvador, Guatemala, Haiti,
Honduras, Costa Rica, Dominican Republic and Venezuela pursuant to such agreements.

Store and Wholesale Operations Management

Collective Brands manages certain store operation functions, such as marketing, information technology and finance, in a
mostly centralized fashion from its Topeka, Kansas and Lexington, Massachusetts corporate offices. The company also
manages other store support functions, such as loss prevention and store-level human resources, in a more decentralized
fashion.

Payless Domestic and Payless International

In general, each retail location is managed by a Store Manager. Store Managers report to District Managers who, in turn,
report to Directors of Retail Operations. District Managers typically oversee 24 stores on average, and Directors of Retail
Operations typically oversee, on average, 11 District Managers or 264 stores. Each of thesc positions is responsible for
managing the operations of our stores including functions such as opening and closing, store displays, inventory management,
staffing, and managing the customer experience. In 2007, we substantially completed our North American rollout of more
technologically advanced point-of-sale terminals and inventory scanning devices, as well as our U.S. rollout of a new labor
scheduling system. These technology improvements provide benefits such as faster checkout, easier tagging and inventory
management, and more effective customer focused staffing.

Stride Rite Retail

Retail locations are managed by a Store Manager who reports to a District Manager. District Managers typically oversee
approximately 25 stores. These positions are responsible for managing the operations of our stores including functions such as
opening and closing, store displays, inventory management, and staffing. Stride Rite stores offer customers a more full-service
experience such as retrieving shoes and personalized sizing and fitting of each child by trained specialists.




Stride Rite Wholesale

The Stride Rite Wholesale business is divided by major brands, each with their own dedicated sales forces. Generally each
sales executive is assigned a specific geographic region.

Employees

At the end of 2007, Collective Brands employed over 31,000 associates worldwide. Nearly 28,000 associates worked in
stores, while the remaining associates worked in other capacities such as corporate support, Asia-based procurement, licensing,
and distribution centers. Approximately 400 of our distribution center associates and 165 of our other associates are covered
by collective bargaining agreements. Our employee base at year-end was approximately 50% full-time and 50% part-time.

Payless Domestic

Approximately 24,000 associates at year-end worked in the Payless Domestic segment. The mix of full-time to part-time
associates was about 40% and 60%, respectively.

Payless International

The Payless International segment employed over 3,400 associates at year-end. The mix of full-time to part-time associates
was about 64% and 36%, respectively.

Stride Rite Retail

The Stride Rite Retail segment employed almost 2,200 associates at year-end. The mix of full-time to part-time associates was
about 40% and 60%, respectively.

Stride Rite Wholesale

Almost 1,400 associates at year-end were employed in various sales and support capacities in the Stride Rite Wholesale
segment. Nearly 100% were full-time.

Competition
As a multi-channel provider of footwear and accessories, we face several different forms of competition.

The retail footwear and accessories market is highly competitive. It is comprised of department stores, footwear specialty
stores, discount mass-merchandisers, sporting goods stores, and on-line competitors. In addition, many retailers who have not
traditionally carried footwear have added various footwear and accessories including seasonal, specialty and general footwear
in their merchandise assortment. The primary competitive levers to establish a point of differentiation in our industry are
merchandise selection, flow and timing, pricing, fashion, product quality and aesthetics, convenience and in-store experience.

Payless Domestic and Payless International

We seek 1o compete effectively through our Payless segments by getting to market with differentiated, trend-right merchandise
before mass-market discounters such as Wal-Mart and Target. Payless strives to get trend-right merchandise to market at the
same time but at more compelling values than department stores and specialty retailers. Main competitors incilude Kohl’s, J.C.
Penney, Macy’s, and Famous Footwear as well as ALDQ and Sears Canada.

Stride Rite Retail and Stride Rite Wholesale

We believe that the creation of attractive styles, in muitiple widths, together with specialized engineering for fit, durability,
comfort, quality and high service standards are significant factors for Stride Rite to compete successfully in the marketing of
all types of footwear. Stride Rite stores compete in the children’s retail shoe industry with numerous businesses, ranging from
large retail chains to single store operators. The chains include The Children’s Place, Gymboree, Dillard’s and Nordstrom.
On a wholesale level, Stride Rite competes with many suppliers of footwear. Stride Rite Wholesale’s most significant
competitors include Crocs, Nike, Sketchers, Converse, Asics, Brooks, Timberland, Sebago, and Ecco.
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Seasonality

As an international multi-channel provider of footwear and accessories, we have operations that are impacted by certain
seasonal factors — some of which are common across segments and channels while others are not. For the most part, our
business is characterized by four high-volume seasons: Easter, the arrival of warm weather, back-to-school, and the arrival of
cool weather. In preparation for each of these periods, we increase our inventory levels in our retail stores to support the
increased demand for our products. For our wholesale business, we increase our inventory levels approximately three months
in advance of these periods to support the increased demands from our wholesalers for these products. We offer styles
particularly suited for the relevant season such as sandals in the spring and boots during the fall. Our cash position tends to be
highest in June as well as September ~ October, due primarily to the arrival of warm weather and back-to-school, respectively.
Our cash position tends to be lowest around February — March when Easter inventories are built-up but not yet sold-through.

Payless Domestic

Payless Domestic retail stores tend to have their highest inventory levels in preparation for the Easter selling season because
customers tend to shop our stores for holiday-specific footwear and accessories. This is typically about 1-3 weeks in advance
of the holiday. Seasonal sales volumes are typically highest for Payless Domestic in the first quarter, followed closely by the
second quarter, and closely again by the third quarter. The arrival of warm weather and back-to-school are meaningful sales
catalysts, but typically not quite as strong as Easter. Usually, the Payless Domestic segment has lower sales in the fourth
quarter compared to the other three quarters. Footwear customer traffic during the fourth quarter tends to be lower because
there are no significant catalysts and footwear tends to be less giftable than other retail alternatives.

Payless International

The Payless International seasonality tends to largely resemble Payless Domestic with one very important difference - a greater
share of sales tends to come in December compared to Payless Domestic. In Puerto Rico and Latin America many workers get
an incrementa) paycheck in preparation for the Christmas season and, compared to Payless Domestic, back-to-school and
paydays are somewhat more important to Payless International.

Stride Rite Retail

Stride Rite Retail seasonality also tends to create higher volumes in the first half of the year versus the second half. Back-to-
schoo! tends not to be nearly as big, proportionally, as it is for the Payless segments because Stride Rite Retail’s customer base
has traditionally been mostly pre-schoolers.

Stride Rite Wholesale

The Stride Rite Wholesale business is also customarily driven by Easter, warm weather’s arrival, back-to-school, and cool
weather’s arrival. But as a wholesaler, the segment’s business is usually about three months earlier than Collective Brands’
other three segments which sell primarily at retail. Stride Rite Wholesale tends to have its highest inventory position around
January to February and its lowest inventory position around the November to December time frame.

Supply Chain

We run an integrated supply chain that supports the product life-cycle from concept to liquidation across all reporting
segments. In 2007, (for the full year for Payless and for the 24 weeks for which we owned Stride Rite) we sold 183 million
pairs of footwear through retail and wholesale combined.

Merchandise Planning & Allocation

We are leveraging merchandise systems across our entire organization. We build and manage total inventory plans, targeted
store assortments, and product lifecycles. Our objective is to get the right product to the right store at the right time through
accurate distribution utilizing enhanced forecasting and demand planning models. We base our decisions on how to stock our
stores using several criteria. We consider the customer profile of our store locations based on demographics, shopping
behavior and appetite for fashion. Also, we consider seasonality and climate by geography which impacts the timing of our




inventory distribution. In addition, we consider our stores’ sales volume, selling history, and the categories of products they
tend to sell when deciding how to stock our stores. This results in greater customer connectivity which drives more profitable
sales and less liquidation markdowns. Qur systems provide perpetual planning and forecasting solutions and support multiple
distribution centers. They also provide improved store-level size optimization, initial distribution planning, and case pack
configuration information.

We create meaningful, relevant, and actionable store groupings that allow us to deliver targeted assortments based upon
customer profiles of each store. We optimize price throughout a product’s life-cycle, as we can price products down to the
store level. This helps us manage aged inventory and minimize it as a percentage of the total offering. We flow product
consistent with customer shopping patterns. This drives efficiencies across the supply chain and stores. Our use of
optimization tools enables store-level price variation which drives gross margin dollars and reduces markdowns.

Sourcing

We procure footwear three different ways ~ through our direct sourcing organization and by engaging third party agents or
vendors to procure products which we cannot or do not want to procure ourselves, Our sourcing team is closely aligned with
large factories which serve as our manufacturers. We typically give these factories specifications and performance standards
and bid jobs out to multiple factories. Twenty-six core factories accounted for 72% of our footwear purchases. If any one of
them was to be unable to supply our needs consistent with prior performance, we might experience disruptions in shoe
deliveries. However, we have about 100 factories with whom we do run-over and special approval business, and we believe
these factories can fill production voids if necessary.

Our design, product development, and sourcing functions are integrated within our global supply chain organization. In the
summer of 2007, we began operating a design office based in New York. This enables us to create trend-right proprietary
designs and improves speed to market of new products. We have combined the China-based teams of Payless and Stride Rite
te form one organization responsible for product development and sourcing. This team runs our sample creation and quality
control processes. It also maintains a materials and costing library to provide greater efficiency and cost contrel in procuring
raw materials. The integration of Payless and Stride Rite is aiding quality, factory loading, cost containment, and
manufacturing efficiency, We are negotiating directly with suppliers of raw materials and requiring our factories to use our
preferred suppliers much more often now than in the past. In 2007, we employed this process on less than 5% of our materials,
relying instead on factories to perform that function. Qur long-term goal is to specify preferred suppliers to factories for 80%
of our raw materials.

We believe our relationships with our factory base are good. Factories in China are a direct source of approximately 93% of
our footwear at cost. We source most of the remaining 7% from Vietnam. Products are manufactured to meet our
specifications and standards. We do not purchase “seconds”™ or “overruns”.

Logistics

We are in the process of capitalizing on areas of opportunity through consolidation of the Payless and Stride Rite distribution
networks. These areas include: consolidation of ocean containers, sharing overseas consolidation services, leveraging
container cube optimization, reducing transload operating costs, and leveraging inbound carrier rates. The benefits of
extending and integrating our network are improved working capital management, stronger in-stock positions, higher
inventory turnover, and gross margin improvement. During 2007, we reduced our days from order commitment-to-store
(“supply chain days™) by six supply chain days versus the prior year. Through cross functional execution, process
enhancements, and optimizing our physical distribution we intend to continue to decrease our supply chain days.

Stores generally receive new merchandise on average twice a week in an effort to maintain a constant flow of fresh and
replenished merchandise. We currently use nine distribution facilitics woridwide:

1. We own a 850,000 square feet distribution center (“DC”) in Topeka, Kansas which serves approximately 3,500
Payless stores in North America.

2. We lease a 414,000 square feet DC in Redlands, California which serves approximately 1,000 Payless stores in North
America.




3. We lease a 602,000 square feet DC in Brookville, Ohio which is planned to begin operation in the spring of 2009.
4. We contract with a third-party in Colon, Panama to operate a distribution facility for our Latin America operations.

5. We own a 520,000 square fect DC in Louisville, Kentucky which serves Stride Rite wholesale operations in the
United States.

6. We own a 409,000 square feet DC in Huntington, Indiana which serves the Stride Rite retail stores and wholesale
customers.

7. We lease 46,000 square feet of office and warehouse space in Cambridge, Ontario to support Stride Rite Canadian
wholesale operations.

8. We lease 42,000 square feet of warehouse space in Burnaby, British Columbia which serves the Stride Rite Canadian
wholesale operations.

9. We lease 16,000 square feet of warehouse space in The Netherlands to support our European operations.

Future Changes to Distribution Facilities
a.  We intend to expand the Ohio facility by approximately 200,000 square feet in 2009.

b. The Topeka DC will close when the California and Ohio facilities are open and running to our satisfaction, most
likely in the spring of 2009.

¢. The British Columbia facility will close in September 2008.
d. The Indiana facility will close in mid-2009 and inventory will be distributed out of the Ohio and Kentucky facilities.

Intellectual Property

Through our wholly-owned subsidiaries, we own certain copyrights, trademarks, patents and domain names which we use in
our business and regard as valuable assets.

Payless Domestic and Payless International

The trademarks and service marks used in our Payless business include Payless®, Payless ShoeSource®, Payless Kids®,
Dyelights®, and various logos used on our Payless ShoeSource store signs and in advertising, including our traditional yellow
and orange signage and our new orange and blue circle “P” logos. The domain names include Payless.com®, as well as
derivatives of Payless ShoeSource. On May 18, 2006, we acquired from Jimlar Corporation the rights to the trademarks
American Eagle™ and AE™ for use on footwear and certain accessories and related domain names. Currently, we have
agreements in place regarding the following brands: Champion®, which expires on June 30, 2015; Dexter® which expires on
December 31, 2014; Spalding‘g’, which expires on June 1, 2008; and American Ballet Theatre ™, which expires on January 31,
2010. In 2006, we entered into agreements with Disney Enterprises, Inc. for use of various Disney properties and characters
which expire on December 31, 2010. In March 2008, we entered into an agreement with MTV Networks/Viacom for use of its
Nickelodeon property Blue's Clues™, which expires December 31, 2010. We have agreements for development, licensing,
marketing and distribution of Laura Poretzky’s Abaeté for Payless™ line, which expires on May 31, 2009; Lela Rose’s Lela
Rose for Payless™ line, which expires on September 30, 2009; Stacey Bendet's Alice + Olivia for Payless™ line, which expires
on September 30, 2008 and Patricia Ficld’s Patricia Field for Payless” and/or Red Carpet Collection by Patricia F ield” lines,
which expires on December 31, 2008. We also currently have the exclusive right to use the Dunkman® brand. We, through
agents, also utilize various character marks from time-to-time.

Collective Licensing owns brand marks including Airwalk®, Vision Street Wear®, Lamar®, Hind®, LTD®, genetic'”, Dukes®,
Rage®, Ultra-Wheels®, and Skate Attack®. We license the Sims® brand mark. Collective Licensing’s focus is on the growing
active sport lifestyle market driven predominantly by the skate- and snowboard-inspired trends. It is positioned with its
authentic brand portfolio to reach both the younger consumer with strong ties to board sports, as well as appeal to the broad
range of consumers drawn to this established lifestyle and fashion. Payless has been a licensee of the Airwalk brand since
2003 and features the brand on a wide range of footwear and accessories. Payless has helped drive Airwalk to be one of the
largest skate footwear brands in America.



Stride Rite Retail and Wholesale

We have license agreements with a number of third parties both domestically and internationally pursuant to which apparel
and accessories are designed, manufactured and sold under the Keds®, PRO-Keds®, and Stride Rite * trademarks. We also have
domestic and international license agreements for footwear through the Keds®, PRO-Keds®, Saucony®, Sperry Top-Sider® and
Champion® trademarks. We continue to pursue new license opportunities.

We have a three-year licensing agreement with an independent third party for the distribution of footwear under the PRO-
Keds® brand in the United States, which expires in 2010.

We have an existing trademark license agreement with Tommy Hilfiger Licensing, Inc., pursuant to which we design, market
and sell footwear to adults and children. The license agreement for adult footwear expires on December 31, 2008. The license
agreement for children’s footwear expires on December 31, 2009. Tommy Hilfiger Licensing, Inc. and its parent company,
Tommy Hilfiger Corporation, have been acquired by Apax Partners. In 2008, we announced plans to end our licensing
agreement with Tommy Hilfiger for adult footwear, effective January 1, 2009. Our license agreement for Tommy Hilfiger
Kids footwear will expire at the end of calendar year 2009 and we do not anticipate that it will be renewed.

We have a licensing arrangement with H.H, Brown Shoe Company, Inc. to develop, market, and sell an exclusive line of
children’s footwear under the Bern name. This license agreement runs through May 31, 2010 and covers the United States and
Puerto Rico.

In addition, we have entered into license agreements with the entertainer Jessica Simpson for the Jessica Simpson™ trademark
which expires on December 31, 2009; and Wham-o, Inc. for the marks Superball®, which expires on December 31, 2008 and
Boogie Board®, which expires on December 31, 2010,

Backlog
Stride Rite Wholesale

As of February 2, 2008 we had a backlog of orders amounting to approximately $181 million. To a significant extent, the
backlog at the end of each fiscal year represents orders for our spring footwear styles. Substantially all of these orders are
delivered or canceled during the first quarter of the next fiscal year.

In all of our wholesale businesses, reorders from retail customers are an important source of revenue to supplement the orders
taken in advance of the season, Over the years, the importance of reorder activity to a season’s success has grown as
customers, especially larger retailers, have placed increased reliance on orders during the season. Due to this variability
between future orders and reorders, backlog does not necessarily translate directly into sales results.

Environmental Liability

In connection with the Stride Rite acquisition, we acquired a distribution facility with a related environmental liability. The
liability as of February 2, 2008 was $6.5 million, $1.0 million of which was included as an accrued expense and $5.5 million
of which was included in other long-term liabilities in the accompanying consolidated balance sheet. The assessment of the
liability and the associated costs were an estimate based upon available information after consultation with environmental
engineers, consultants and attorneys assisting the Company in addressing these environmental issues in the fourth quarter of
2007. As of February 2, 2008, the estimated costs to address these environmental conditions ranged from $4.4 million to $8.8
million, including $0.9 million of costs that have already been paid. Actual costs to address the environmental conditions may
change based upon further investigations, the conclusions of regulatory authorities about information gathered in those
investigations and due to the inherent uncertainties involved in estimating conditions in the environment and the costs of
addressing such conditions. Any changes to the estimated liability will be finalized as necessary, up to one year after the
acquisition of Stride Rite’s closing date, when information that is known to be available or obtainable is obtained. Any
changes to the liability within one year of this acquisition’s closing date will impact goodwill for this transaction.
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Available Information

We file or furnish our annual reports on Form 10-K, quarterly reports on Form 10-Q and current reports on Form 8-K,and
amendments to those reports pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of 1934 with the SEC
electronically. Copies of any of these documents will be provided in print to any shareholder who submits a request in writing
to Collective Brands, Inc., Attn: Investor Relations, 3231 Southeast Sixth Avenue, Topeka KS 66607 or calls our Investor
Relations Department at (785) 559-5321. The public may read or copy any materials we file with the SEC at the Public
Reference Room at 100 F Street N.E., Washington, D.C. 20549, on official business days during the hours of 10:00 am and
3:00 pm. The public may obtain information on the operation of the Public Reference Room by calling the SEC at 1-800-SEC-
0330. The SEC maintains a website that contains reports, proxy and information statements, and other information regarding
issuers that file electronically with the SEC. The address of that site is http://www.sec.gov.

We maintain an investor relations website at www.collectivebrands.com. On our investor relations website, one can access
free of charge our reports that are filed with the SEC, the Guidelines for our Board of Directors, and the charters for the Board
of Directors, the Audit and Finance Committee and the Compensation, Nominating and Governance Committee. Links are
available at www.coflectivebrands.com where customers can shop at their convenience. No portion of our website or the
information contained in or connected to the website is a part of, or incorporated into, this Annual Report on Form 10-K.

Directors of the Company

Listed below are the names and present principal occupations or, if retired, most recent occupations of the Company’s Directors:

Name Principal Occupation
Management Director
Matthew E. Rubel Chief Executive Officer and President of the Company
Independent Directors
Howard R. Fricke (*®% Retired Chairman of the Board of the Security Benefit Group of Companies
Daniel Boggan Jr. @ Retired Senior Vice President of the National Collegiate Athletic Association
Judith K. Hofer Retail Consultant
Mylle H. Mangum " Chief Executive Officer of IBT Enterprises, LLC
John F. McGovern V6" Founder and Partner of Aurora Capital LLC and former Executive Vice President/Chief
Financial Officer of Georgia-Pacific Corporation
Robert F. Moran © President and Chief Operating Officer of PetSmart, Inc.
David Scott Olivet ©! Chief Executive Officer of Oakley, Inc.
Michael A. Weiss @ President and Chief Executive Officer of Express LLC
Robert C. Wheeler ¢ Chairman and Chief Executive Officer of Hill’s Pet Nutrition, Inc.

(1) Executive Committee Member

(2) Non-Executive Chairman of the Board

(3) Audit and Finance Committee Member

{4) Compensation, Nominating and Governance Committee Member
* Chairman

Executive Officers of the Company

Listed below are the names and ages of the executive officers of the Company as of April 4, 2008 and offices held by them
with the Company.

Name Age Position and Title

Matthew E. Rubel 50 Chief Executive Officer and President

Darrel J. Pavelka 52 Executive Vice President — Global Supply Chain
Douglas J. TrefT 50 Executive Vice President -~ Chief Administrative Officer
Jay A. Lentz 64 Senior Vice President — Human Resources

Michael J. Massey 43 Senior Vice President — General Counsel and Secretary

Ullrich E. Porzig 62 Senior Vice President — Chief Financial Officer and Treasurer
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Matthew E. Rubel is 50 years old and has served as Chief Executive Officer and President of the Company since July 18,
2005. Prior to joining Payless, Mr. Rubel was Chairman and Chief Executive Officer for Cole Haan from 1999 to July 2005.
He served as Executive Vice President, J. Crew Group and Chief Executive Officer of Popular Club Plan from 1994 to 1999,
and in November 1998, led the sale of Popular from J, Crew to Fingerhut, While at J. Crew Group, Mr. Rubel was responsible
for all licensing and international activities, as well as brand marketing and served on its Group Executive Committee. Mr.
Rubel has also served as President and Chief Executive Officer of Pepe Jeans USA, and President of the Specialty Division of
Revlon. Mr. Rubel has served as a Director of Payless since July 2005,

Darrel J. Pavelka is 52 years old and has served as Executive Vice President — Global Supply Chain since September 2007.
Prior to that he served as Senior Vice President — Merchandise Distribution, Planning and Supply Chain from September 2004
to September 2007. He also served as Senior Vice President - International Operations from March 2003 to September 2004,
Senior Vice President - Merchandise Distribution from 1999 to 2003, Vice President of Retail Operations for Division R from
1997 to 1999, Vice President of Stores Merchandising from 1995 to 1997, Director of Stores Merchandising from 1990 to
1995, Director of Distribution for Women's from 1987 to 1990, Manager of Stores Merchandising for Division R from 1983
to 1987, and Manager of the Northeast store expansion from 1980 to 1983.

Douglas J. Treff is 50 years old and has served as the Company’s Executive Vice President — Chief Administrative Officer
since Septemnber 2007. Prior to joining the Company, he served as Executive Vice President — Chief Administrative Officer for
Sears Canada, Inc. from 2006 to 2007. From 2000 to 2006 he served as Senior Vice President and Chief Financial Officer for
Deluxe Corporation and from 1990 to 2000, as Chief Financial Officer and other leadership roles in finance at Wilsons, The
Leather Experts, Inc.

Jay A. Lentz is 64 years old and has served as Senior Vice President - Human Resources since May 2001, Prior to that he
was Vice President of Organization Development from 1992 to 2001, and 1985 to 1990. From 1990 to 1992 he served as
Senior Vice Prestdent of Human Resources for Payless Cashways Inc. He previously worked for Pizza Hut Inc., a division of
PepsiCo, lnc., as Senior Director of Management Development, Arthur Young Co. as Manager, Organization Development
Consulting, and The University of Missourt as a consulting psychologist.

Michael J. Massey is 43 years old and has served as Senior Vice President - General Counsel and Secretary since March
2004. Prior to that he served as Vice President of International Development during 2001, Vice President of Contract
Manufacturing during 2000, Vice President, Group Counsel Intellectual Property from 1998 to 2000, and Senior Counsel from
1996 to 1998. Prior to joining Payless, Mr. Massey was an attorney for The May Department Stores Company from 1990 to
1996.

Ullrich E. Porzig is 62 years old and has served as Senjor Vice President - Chief Financial Officer and Treasurer since
February, 1996. Between 1993 and 1996, Mr, Porzig was Senior Vice President-Chief Financial Officer and Treasurer of
Petro Stopping Centers L.P. From 1982 to 1993 he was employed by The May Department Stores Company in various
capacitics including Senior Vice President-Finance and Chief Financial Officer of Foley's from 1988 to 1993.

ITEM 1A. RISK FACTORS
We May be Unable to Compete Effectively in the Competitive Worldwide Footwear Retailing Industry

We face a variety of competitive challenges from other domestic and international footwear retailers, including a number of
competitors that have substantially greater financial and marketing resources than we do. These competitors include mass-
market discount retailers such as Wal-Mart Stores, Inc., and Target Corp.; department stores such as Kohl's, J.C. Penney,
Dillard’s and Nordstrom; other retailers such as Famous Footwear, The Children’s Place, and Gymboree; and wholesalers such
as Crocs, Sketchers, and Nike. We compete with these footwear retailers on the basis of:

e developing fashionable, high-quality merchandise in an assortment of sizes, colors and styles that appeals to our target
CONSUMeErs;
anticipating and responding to changing consumer demands in a timely manner;
ensuring product availability and optimizing supply chain effectiveness;
the pricing of merchandise;
creating an acceptable value proposition for consumers;
providing an inviting, customer friendly shopping environment;
12
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e using a customer focused sales staff to provide attentive, product knowledgeable customer service; and
« providing strong and effective marketing support.

Competition in the retail footwear industry has increased. Mass-market discount retailers aggressively compete with us on the
basis of price and have added significant numbers of locations, gaining market share as a result. Accordingly, there is
substantial pressure on us to maintain the value proposition of our footwear. In addition, it is possible that mass-market
discount retailers will increase their investment in their retail footwear operations, thereby achieving greater market penetration
and placing additional competitive pressures on our business. If we are unable to respond effectively to these competitive
pressures, our business, results of operations and financial condition could be adversely affected.

A Majority of our Operating Expenses are Fixed Costs that are not Directly Dependent Upon cur Sales Performance.
As a result, Declines in our Operating Performance may be Magnified if We are Unable to Reduce Expenses in
Response to a Sales Shortfall

A majority of our operating expenses are fixed costs that are not directly dependent on our sales performance, as opposed to
variable costs, which increase as sales volume increases. These fixed costs include the leasing costs of our stores, our debt
service expenses and the majority of our labor expenses. If our sales were to decline, we may be unable to reduce or offset
these fixed operating expenses in the short term. Accordingly, the effect of any sales decline is magnified because a larger
percentage of our earnings are committed to paying these fixed costs. As a result, our net earnings and cash flow could be
disproportionately negatively affected as a result of a decling in sales.

We May be Unable to Maintain or Increase our Sales Volume and Margins

Our Payless stores have a substantial market presence in all 50 states and the District of Columbia and we currently derive a
significant majority of our revenue from our U.S. stores. Because of our substantiat market presence, and because the U.s.
footwear retailing industry is mature, for us to increase our sales volume on a unit basis and margins in the United States, we
must capture market share from our competitors. We have attempted to capture additional market share through a variety of
strategies; however, if we are not successful we may be unable to increase or maintain our sales volumes and margins in the
United States, adversely affecting our business, results of operations and financial condition.

We May Have Unseasonable Weather Where our Stores are Concentrated

We increase our inventory levels to support the increased demand for our products, as well as to offer styles particularly suited
for the relevant season, such as sandals in the early summer season and boots during the winter season. If the weather
conditions for a particular season vary significantly from those typical for such season, such as an unusually cold early summer
or an unusually warm winter, consumer demand for the seasonalty appropriate merchandise that we have available in our
stores could be adversely affected and negatively impact net sales and margins. Lower demand for seasonally appropriate
merchandise may leave us with an excess inventory of our seasonally appropriate products and/or basic products, forcing us to
sell both types of products at significantly discounted prices and adversely affecting our net sales margins and operating cash
flow. Consequently, our results of operations are highly dependent on somewhat predictable weather conditions.

We May be Unable to Adjust to Constantly Changing Fashion Trends

Our success depends, in large part, upon our ability to gauge the evolving fashion tastes of our consumers and to provide
merchandise that satisfies such fashion tastes in a timely manner. The worldwide retailing footwear industry fluctuates
according to changing fashion tastes and seasons, and merchandise usually must be ordered well in advance of the season,
frequently before consumer fashion tastes are evidenced by consumer purchases. In addition, the cyclical nature of the
worldwide footwear retailing industry also requires us to maintain substantial levels of inventory, especially prior to peak
selling seasons when we build up our inventory levels. As a result, if we fail to properly gauge the fashion tastes of
consumers, or to respond in a timely manner, this failure could adversely affect retail and consumer acceptance of our
merchandise and leave us with substantial unsold inventory. If that occurs, we may be forced to rely on markdowns or
promotional sales to dispose of excess, slow-moving inventory, which would negatively impact financial results.
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The results of our wholesale businesses are affected by the buying plans of our customers, which include large department
stores, as well as smaller retailers, No customer accounts for 10% or more of our wholesale business. Qur wholesale
customers may not inform us of changes in their buying plans until it is too late for us to make the necessary adjustments to
our product lines and marketing strategies. While we believe that purchasing decisions in many cases are made independently
by individual stores or store chains, we are exposed to decisions by the controlling owner of a store chain, to decrease the
amount of footwear products purchased from us. In addition, the retail industry periodically experiences consolidation. We
face a risk that our wholesale customers may consolidate, restructure, reorganize or realign in ways that could decrease the
number of stores or the amount of shelf space that carry our products. We also face a risk that our wholesale customers could
develop in-house brands or utilize the private labeling of footwear products, which would negatively impact financial results.

The Worldwide Footwear Retailing Industry is Heavily Influenced by General Economic Cycles

Footwear retailing is a cyclical industry that is heavily dependent upon the overall level of consumer spending. Purchases of
footwear and related goods tend to be highly correlated with the cycles of the levels of disposable income of our consumers,
As aresult, any substaniial deterioration in general economic conditions could adversely affect our net sales and results of
operations.

We May be Unsuccessful in Opening New Stores or Relocating Existing Stores to New Locations, Adversely Affecting
our Ability to Grow

Our growth is dependent upon our ability to expand our retail operations by opening and operating new stores, as well as
relocating existing stores to new locations, on a profitable basis.

Cur ability to open new stores and relocate existing stores to new locations on a timely and profitable basis is subject to
various contingencies, some of which are beyond our control. These contingencies include our ability to:

locate suitable store sites;

negotiate acceptabie lease terms;

build-out or refurbish sites on a timely and cost effective basis;
hire, train and retain qualified managers and personnel;

obtain adequate capital resources; and

successfully integrate new stores into our existing operations.

In addition, the opening of stores outside of the United States is subject to a number of additional contingencies, including
compliance with local laws and regulations and cultural issues and, because we operate a number of our international stores
under joint ventures, issues may arise in our dealings with our joint venture partners or their compliance with the joint venture
agreements.

We may be unsuccessful in opening new stores or relocating existing stores for any of these reasons. In addition, we cannot
assure you that, even if we are successful in opening new stores or relocating existing stores, those stores will achieve levels of
sales and profitability comparable to our existing stores.

We Rely on Third Parties to Manufacture and Distribute Our Products

We depend on contract manufacturers to manufacture the merchandise that we sell. If these contract manufacturers are unable
to secure sufficient supplies of raw materials, or maintain adequate manufacturing and shipping capacity, they may be unable
to provide us with timely delivery of products of acceptable quality. In addition, if the prices charged by these contractors
increase for reasons such as increases in the price of raw materials, increases in labor costs or currency fluctuations, our cost of
manufacturing would increase, adversely affecting our results of operations. We alse depend on third parties to transport and
deliver our products. Due to the fact that we do not have any independent transportation or delivery capabilities of our own, if
these third parties are unable to transport or deliver our products for any reason, or if they increase the price of their services,
including as a result of increases in the cost of fuel, our operations and financial performance may be adversely affected.
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We require our contract manufacturers to meet our standards in terms of working conditions and other matters before we are
willing to contract with them to manufacture our merchandise. As a result, we may not be able to obtain the lowest possible
manufacturing costs. In addition, any failure by our contract manufacturers to meet these standards, to adhere to labor or other
laws or to diverge from our mandated labor practices, and the potential negative publicity relating to any of these events, could
harm our business and reputation.

We do not have long-term agreements with any of our contract manufacturers, and any of these manufacturers may unilaterally
terminate their relationship with us at any time. There is also substantial competition among footwear retailers for quality
manufacturers. To the extent we are unable to secure or maintain relationships with quality manufacturers, our business could
be harmed. ’

There are Risks Associated with Our Importation of Products

We import finished merchandise into the United States and other countries in which we operate from the People's Republic of
China and other countries. Substantially ali of this imported merchandise is subject to:

e customs duties and tariffs imposed by the governments of countries into which this merchandise is imported; and
¢ penalties imposed for, or adverse publicity relating to, violations of labor and wage standards by foreign contractors.

The United States and countries in which our merchandise is manufactured or imported may from time to time impose
additional new quotas, tariffs, duties or other restrictions on our merchandise or adversely change existing restrictions or
interpretation regarding the application timing. Any such changes could adversely affect our ability to import, and/or the cost
of, our products and the results of operations of our business or interpretations of these items.

Manufacturers in China are our major suppliers. During 2007, China was a direct source of approximately 93% of our
merchandise based on cost. In addition to the products we import directly, a significant amount of the products we purchase
from other suppliers has been imported from China. Any deterioration in the trade relationship between the United States and
China or any other disruption in our ability to import footwear, accessories, or other products from China could have a material
adverse effect on our business, financial condition or results of operations.

In addition to the risks of foreign sourcing stemming from international trade laws, there are also operational risks of relying
on such imported merchandise. Qur ability to successfully import merchandise derived from foreign sources into the United
States is dependent on stable labor conditions in the major ports of the United States. Any instability or deterioration of the
domestic labor environment in these ports, such as the work stoppage at West Coast ports in 2002, could result in increased
costs, delays or disruption in product deliveries that could cause loss of revenue, damage to customer relationships or
materially affect our business.

the time it takes to get products into our stores. Such delays could materially impact our ability to move the current product in

) |
If we are unable to maintain our current Customs-Trade Partnership Against Terrorism (“C-TPAT") status, it would increase |
|
our stores to meet customer demand. |

Our International Operations are Subject to Political and Economic Risks

In 2007, approximately 16% of our sales were generated outside the United States and almost all of our merchandise was |
manufactured outside the United States. We are accordingly subject to a number of risks relating to doing business |
internationally, any of which could significantly harm our business, including: |

|

s political and economic instability;

« inflation;

» exchange controls and currency exchange rates;

» foreign tax treaties and policies; and

e restrictions on the transfer of funds to and from foreign countries.

Our financial performance on a U.S. dollar denominated basis is also subject to fluctuations in currency exchange rates. These
fluctuations could cause our results of operations to vary materially.
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From time to time, we may enter into agreements seeking to reduce the effects of our exposure to currency fluctuations, but
these agreements may not be effective in reducing our exposure to currency fluctuations or may not be available at a cost
effective price. We are not currently entered into any of these agreements.

We May be Unable to Effectively Protect Our Trademarks and Other Intellectual Property Rights

We believe that our trademarks and other intellectual property are important to our business and are generally sufficient to
permit us to carry on our business as presently conducted. We cannot, however, know whether we will be able to secure
patents or trademark protection for our intellectual property in the future or whether that protection will be adequate for future
products, Further, we face the risk of ineffective protection of intellectual property rights in the countries where we source and
distribute our products. Finally, we cannot be sure that our activities will not infringe on the proprietary rights of others. If we
are compelled to prosecute infringing parties, defend our intellectual property or defend ourselves, we will incur additional
costs.

We May be Subject to Liability if We Infringe the Trademarks or Other Intellectual Property Rights of Third Parties

We may be subject to liability if we infringe the trademarks or other intellectual property rights of third parties. If we were to
be found liable for any such infringement, we could be required to pay substantial damages and could be subject to injunctions
preventing further infringement. Such payments and injunctions could adversely affect our financial results. See also “Legal
Proceedings,” included in this Form 10-K.

We Rely on Brands We Do Not Own

We are increasing our reliance on brands, some of which we do not own. Currently, we have agreements in place regarding
the following brands, among others: Champion®, which expires on June 30, 2015; Dexter® which expires on December 31,
2014; American Ballet Theatre ™, which expires on January 31, 2010; and various Disney properties and characters, which
expires on December 31, 2010. We, through our agents, also utilize various character marks from time-to-time. If we are
unable to renew or replace any brand or character that accounts for a significant portion of its revenue, our results could be
adversely affected.

Adverse Occurrences at Our Topeka Distribution Center Could Negatively Impact Our Business

We operate a distribution center in Topeka, Kansas, which serves as the main source of replenishment of inventory for our
stores. In comparison to our total distribution network, the distribution needs of our stores are heavily dependent on products
delivered through our Topeka distribution center. If complications arise with our Topeka distribution center or our Topcka
distribution center is severely damaged or destroyed, our other distribution centers may not be able to support the resulting
additional distribution demands and we may be unable to locate alternative persons or entities capable of doing so. This may
adversely affect our ability to deliver inventory to our stores on a timely basis, which could adversely aftect our results of
operations.

Integration Risks of New Distribution Facilities Could Negatively Impact Qur Business

If we are unable to smoothly transition product flow within our new distribution infrastructure, there could be delays in
shipping products to stores. If product arrives late in the seiling cycle, we could be forced to mark down or use other
promotions to liquidate such inventory which could adversely affect our results of operations.

We May Be Unable to Attract and Retain Talented Personnel

Our success is dependent upon our ability to attract and retain qualified and talented individuals. If we are unable to attract or
retain key executives, including senior management, marketing and merchandising personnel, it could impede the further
development of our business strategy, reduce our revenue and decrease our operational effectiveness.

Prolonged Work Stoppages Could Adversely Affect our Results of Operations

At the end of 2007, nearly 600 of our employees, including substantially all of our non-management employees at our Topeka
distribution center, were covered by collective bargaining agreements. We cannot assure you that these agreements will be
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renewed on similar terms or renegotiated on acceptable terms. Any prolonged work stoppages in one or more of our facilities
could materially adversely affect our results of operations. Although there have been no work stoppages or disruptions since
the inception of these collective bargaining agreements, we cannot assure you that there will be no disruptions in the future.

If more of our employees unionize, it could result in demands that may increase our operating expenses and adversely affect
our profitability. If any group of our employees were to unionize and we were unable to reach agreement on the terms of their
collective bargaining agreement or we were to experience widespread employee dissatisfaction, we could be subject to work
slowdowns or stoppages. In addition, we may be subject to disruptions by organized labor groups protesting the non-union
status of the majority of our employees. Any of these events would be disruptive to our operations and could harm our
business.

An Outbreak of Asian Flu or Other Similar Infectious Diseases May Have a Material Adverse Effect on Our Ability to
Purchase Merchandise from Manufacturers and OQur Operations Generally !

An outbreak and spread of infectious diseases such as Asian flu in Southern China and other countries in which our
manufacturers are located could impact the availability or timely delivery of merchandise. Although our ability to purchase and
import our merchandise has not been negatively impacted to date, an outbreak of infectious diseases could prevent the
manufacturers we use from manufacturing our merchandise or hinder our ability to import those goods to the countries in
which our stores are located, either of which could have an adverse effect on our results of operations.

Unstable Credit Markets Could Affect Qur Ability to Obtain Financing

In the event we need additional financing, there can be no assurances that these funds will be available on a timely basis or on
reasonable terms. Failure to obtain such financing could constrain our ability to operate or grow the business. In addition,
any ratings downgrade of our securities, or any negative impacts on the credit market, generally, could negatively impact the
cost or availability of capital. We believe operating cash flows and current credit facilities will be adequate to fund our
working capital requirements, scheduled debt repayments, and to support the development of our short-term and long-term
operating strategies.

There are Risks Associated with Our Acquisitions

Any acquisitions or mergers by us will be accompanied by the risks commonly encountered in acquisitions of companies.
These risks include, among other things, higher than anticipated acquisition costs and expenses, the difficulty and expense of
integrating the operations and personnel of the companies and the loss of key employees and customers as a result of changes
in management.

In addition, geographic distances may make integration of acquired businesses more difficult. We may not be successful in
overcoming these risks or any other problems encountered in connection with any acquisitions.

Our acquisitions may cause large one-time expenses or create goodwill or other intangible assets that could result in significant
asset impairment charges in the future. We also make certain estimates and assumptions in order to determine purchase price
altocation and estimate the fair value of acquired assets and liabilities. If our estimates or assumptions used to value acquired
assets and liabilities are not accurate, we may be exposed to gains or losses that may be material.

ITEM 1B. UNRESOLVED STAFF COMMENTS
None.
ITEM 2. PROPERTIES

Collective Brands owns or leases eight distribution facilities:
1. We own a 850,000 square feet distribution center (DC) in Topeka, Kansas
2. We lease a 414,000 square feet DC in Redlands, California
3. We lease a 602,000 square feet DC in Brookville, Ohio
4

We own a 520,000 square feet DC in Louisville, Kentucky
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5. We own a 409,000 square feet DC in Huntington, Indiana

6. We lease 46,000 square feet of office and warehouse space in Cambridge, Ontario

7. We lease 42,000 square feet of warehouse and manufacturing space in Burnaby, British Columbia
8

We lease 16,000 square feet of warehouse space in The Netherlands

In addition, we own a 290,000 square foot headquarters building in Topeka, Kansas. We lease 148,000 square feet of office
space at our Stride Rite headquarters building in Lexington, Massachusetts, and we lease approximately 11,000 square feet of
office space that serves as our design center in New York, New York. We also contract with a third-party in Colon, Panama to
operate a distribution facility for our Latin America operations.

Payless Domestic and Payless International

We lease substantially all of our Payless stores. QOur leases typically have an initial term of five or ten years, and either one or
two renewal options, During 2008, nearly 1,000 of our leases are due to expire. This includes 246 leases that, as of February
4, 2008, were month-to-month tenancies and 303 lease modifications that are pending execution (of the 303 pending
medifications, 126 are currently month-to-month). Leases usually require payment of base rent, applicable real estate taxes,
common area expenses and, in some cases, percentage rent based on the store's sales volume.

Stride Rite Retail

We lease all but one of our Stride Rite stores. Our leases typically have an initial term of 10 years with no renewal options.
Leases usually require payment of base rent, applicable real estate taxes, common area expenses and, in some cases,
percentage rent based on the store's sales volume.

ITEM 3. LEGAL PROCEEDINGS

Other than as described below, there are no material pending legal proceedings other than ordinary, routine litigation incidental
to the business to which we are a party or of which any of our property is subject.

On or about February 5, 2004, a complaint was filed against us in the U.S. District Court for the Central District of California,
captioned K-Swiss, Inc. v. Payless ShoeSource, Inc. The Complaint seeks injunctive relief and unspecified monetary damages
for trademark and trade dress infringement, trademark dilution and unfair competition. On May 14, 2005, a First Amended
Complaint was filed, to include a breach of contract claim. We have filed an answer. The case is currently assigned to Judge
George P. Schiavelli who, on January 14, 2008, set the case for trial on July 8, 2008, with a pretrial conference set for June 2,
2008. On October 12, 2006, we filed a suit against St. Paul Fire and Marine Insurance Company (“St. Paul”), in Kansas state
court seeking damages and a declaratory judgment that St. Paul is obligated to provide coverage in connection with the
underlying lawsuit brought by K-Swiss. On October 18, 2006, St. Paul filed a separate declaratory judgment action in the U.S.
District Court for the Central District of California seeking a declaration that there is no coverage for the underlying lawsuit.
We have moved to dismiss the California action filed by St. Paul, which was granted on February 12, 2007. On November 2,
2006, St. Paul removed the action from state court to the U.S. District Court for the District of Kansas. Also, on November 2,
2006, St. Paul moved to transfer the Kansas action to the U.S. District Court for the Central District of California, which was
denied on January 10, 2007. On January 23, 2007, St. Paul filed a motion to stay the Kansas Action until the underlying
lawsuit is resolved, which was granted on March 2, 2007. We believe we have meritorious defenses to the claims asserted in
the underlying lawsuit. An estimate of the possible loss, if any, or the range of the loss cannot be made and therefore we have
not accrued a loss contingency related to this matter. However, the uttimate resolution of this matter could have a material
adverse effect on our financial position, results of operations and cash flows,

On or about December 20, 2001, a First Amended Complaint was filed against us in the U.S. District Court for the District of
Oregon, captioned adidas America, Inc. and adidas-Salomon AG v. Payless ShoeSource, Inc. The First Amended Complaint
seeks injunctive relief and unspecified monetary damages for trademark and trade dress infringement, unfair competition,
deceptive trade practices and breach of contract. We have filed an answer and a motion for summary judgment which the court
granted in part. On June 18, 2004, the plaintiff appealed the District Court’s ruling on the motion for summary judgment, On
January 5, 2006, the 9" Circuit Court of Appeals entered an order reversing the District Court’s partial summary judgment
order. We requested a rehearing en banc, which was denied by the 9 Circuit Court of Appeals. On June 29, 2006, we filed a
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petition for writ of certiorari to the United States Supreme Court, which was denied on October 2, 2006. By Order dated July
9, 2007, the case was assigned to a new judge for trial who subsequently set the pretrial conference for April 1, 2008 and a 14-
day trial beginning April 8, 2008. On December 21, 2007, the District Court entered an Order granting, in part, adidas’
summary judgment motion and dismissing several of our affirmative defenses including laches, waiver and estoppel. In that
same order, the District Court denied several of our summary judgment motions, although the judge did dismiss adidas’ state
law trademark dilution claims. On February 4, 2008, we filed (with the Court’s permission) a motion to reconsider the District
Court’s summary judgment rulings dismissing our laches, waiver and estoppel defenses. The District Court requested
additional briefing on our motion and will decide the motion without a hearing. We believe we have meritorious defenses to
claims asserted in the lawsuit. An estimate of the possible loss, if any, or the range of loss cannot be made and therefore we
have not accrued a loss contingency related to this matter. However, the ultimate resolution of this matter could have a material
adverse effect on our financial position, results of operations and cash flows.

On or about April 3, 2006, Crocs Inc. filed two companion actions against several manufacturers of foam clog footwear
asserting claims for patent infringement, trade dress infringement, and unfair competition. One complaint was filed before the
United States International Trade Commission (“ITC”) in Washington D.C. The other complaint was filed in federal district
court in Colorado. The Company’s wholly-owned subsidiary, Collective Licensing International LLC (“Collective
Licensing™), was named as a Respondent in the ITC Investigation, and as a Defendant in the Colorado federal court action.
The ITC published notice in the Federal Register on May 8, 2006, announcing that it is commencing an investigation into the
allegations contained in Crocs’ complaint. In accordance with federal law, the Colorado federal court action will be stayed
pending the outcome of the ITC investigation. A motion to stay the Colorado federal court action was filed on May 12, 2006.
In the ITC investigation, Crocs seeks an order and injunction prohibiting any of the respondents from importing or selling any
imported shoes that infringe on Crocs’ patent and trade dress rights. In the federal court action, which, as noted above, will be
stayed, Crocs seeks damages and injunctive relief prohibiting the defendants from infringing on Crocs’ intellectual property
rights. On November 7, 2006, the Administrative Law Judge in the ITC action entered an order granting summary judgment
of non-infringement of design patent No, D517,589 in favor of Collective Licensing and the other remaining respondents.
Further, because Crocs' expert and fact witnesses admitted that the recent versions of the shoes of all respondents did not
infringe the separate utility patent at issue, Crocs proposed that the trial, which was to commence on November 13, 2006, be
continued pending review. All respondents agreed not to oppose Crocs’ request to continue the trial and on November 8, 2006,
the Administrative Law Judge entered an order on Crocs' motion postponing the trial indefinitely pending review of the
summary judgment motion by the ITC. On December 21, 2006, the ITC decided to review, in part, the initial determination
granting summary determination of non-infringement of design patent No, D517,589. On February 15, 2007, the ITC vacated
the initial determination and remanded for further proceedings. On February 22, 2007, the Administrative Law Judge entered
an order extending the date for completion of the investigation to August 11, 2008; affirming his previous narrow claim
construction of design patent No. D517,789; and rejecting the claim construction proposed by Crocs. A hearing was held
before the Administrative Law Judge from September 7-14, 2007, and all post-hearing briefings have been completed. The
deadline for an initial determination by the Administrative Law Judge is April 11, 2008, while the target date for completion of
the investigation is August 11, 2008. We believe we have meritorious defenses to the claims asserted in the lawsuits and have
filed an answer. An estimate of the possible loss, if any, or the range of loss cannot be made and therefore we have not
accrued a loss contingency related to this matter. However, the ultimate resolution of this matter could have a material adverse
effect on our financial posttion, results of operations and cash flows.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
There were no matters submitted to a vote of security holders during the 13 weeks ended February 2, 2008.
PARTIII

ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND
ISSUER PURCHASES OF EQUITY SECURITIES

There were approximately 9,800 registered holders of the Company’s Common Stock as of February 2, 2008, compared to
approximately 12,100 registered holders as of February 3, 2007.
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Common Stock and Market Prices

The Company’s comumon stock is listed on the New York Stock Exchange under the trading symbol PSS. The quarterly
intraday price ranges of the common stock in 2007 and 2006 were:

2007 2006
Fiscal Quarter High Low High Low
First 5 3536 % 2940 $ 2439 § 20.64
Second 37.20 24.42 27.80 20.36
Third 26.43 16.6% 28.80 22.07
Fourth 20.95 13.64 35.14 2576
Year § 3720 % 13.64 § 3514 § 20.36

We have not paid a cash dividend on outstanding shares of common stock since our spin-off from The May Department Stores
Company. We are subject to certain restrictions contained in our senior secured revolving credit facility, the Indenture
govemning our 8.25% Senior Subordinated Notes and our term loan which restrict our ability to pay dividends. We do not
currently plan to pay any cash dividends.

Recent Sales of Unregistered Securities

On May 25, 2006, and May 24, 2007, 5,865 shares, and 5,888 shares, respectively, were credited to an account under the
Company’s Restricted Stock Plan for Non-Management Directors as the annual restricted stock grant portion of their director’s
fees. In addition, the following directors received a prorated director’s fee based on their date of election as a director during
the year: Mr. Olivet received 1,340 shares on September 21, 2006; and Mr. Moran received 412 shares on March 1, 2007,
Each director is permitted to defer receipt of a portion of their compensation including their annual restricted stock grant
pursuant to the Company’s Deferred Compensation Plan for Non-Management Directors. In the past three years, non-
management directors have deferred an aggregate of 44,247 shares under the Deferred Compensation Plan for Non-
Management Directors. These grants were made as partial compensation for the recipients’ services as directors. The offer and
issuance of these securities are exempt from registration under Section 4(2) of the Securities Act of 1933 and the rules and
regulations promulgated thereunder, as transactions by an issuer not involving any public offering or alternatively, registration
of such shares was not required because their issuance did not involve a “sale” under Section 2(3) of the Securities Act of
1933.

Issuer Purchases of Equity Securities

The following table provides information about purchases by the Company (and its affiliated purchasers) during the quarter
ended February 2, 2008, of equity securities that are registered by the Company pursuant to Section 12 of the Exchange Act:

Approximate
Dollar Vatue
Total Number of of Shares that
Shares Purchased May Yet Be
Tetal Number Average as Part of Publicly Purchased Under
of Shares Price Announced Plans the Plans or
Purchased™ Paid per or Programs Programs
Period (in thousands) Share (in thousands) {in millions}
11/04/Q7 - 12/01/07 5% 16.83 - 3 2317
12/G2/07 - 01/05/08 196 15.74 190 228.8
01/06/08 - 02/02/08 1,592 15.12 1,587 2048
Total 1793 § 15.19 1,777 § 2048 @

(1) Includes an aggregate of approximately sixteen thousand shares of our comunon stock that was repurchased in connection with our
employee stock purchase and stock incentive plans.

(2) On March 2, 2007, our Board of Directors authorized an aggregate of $250 million of share repurchases. The timing and amount of
share repurchases, if any, are limited by the terms of our Credit Agreement and Sentor Subordinated Notes.
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New York Stock Exchange Corporate Governance Matters

As a listed Company with the NYSE, the Company is subject to certain Corporate Governance standards as required by the
NYSE and/or the Securities and Exchange Commission (“SEC”). The Certification of the Chief Executive Officer required by
Section 303A.12(a) of The New York Stock Exchange Listing Standards relating to the Company’s compliance with The New
York Stock Exchange Corporate Governance Listing Standards was submitted to the NYSE on June 21, 2006. Also, included
as Exhibits to this Form 10-K are the required certifications by the Company’s CEO and CFO pursuant to Sarbanes-Oxley Act
Sections 302 and 906.

Performance Graph

The graph below compares the cumulative total stockholder return on Collective Brands Stock against the cumulative returns
of the Standard and Poor’s Corporation Composite Index (the “S&P 500 Index™), and the Peer Group, some of which are
competitors and many of which were used in determining bonuses under the Company’s performance based incentive plans.

Comparison of Five Fiscal Year Cumulative Returns of the Company,
the S&P 500 Index and Peer Group

250.00

200.00

100.00

50,00

0.00

2112003 1/31/2004 1/20/2005 1/28/2006 2732007 2/2/2008

| ~—g— COLLECTIVE BRANDS —@—S&P 500 Index- Total Return wmepe Paer Group

Investment Value at End of Fiscal Year:

2002 2003 2004 2005 2006 2007
Collective Brands.........ccccniiicencnn 100.00 85.16 74.83 154.36 215.13 111.67
S&P 500 ..., 100.00 134.57 142.93 157.75 180.63 176.46
Peer GROUp. .....cev v e cmcr e 100.00 138.12 165.52 156.89 178.02 159.25

The graph assumes $100 was invested on February 1, 2003, (the end of fiscal 2002) in Payless Common Stock, in the S&P 500
Index, and the Peer Group and assumes the reinvestment of dividends.

Companies comprising the Peer Group are: The Gap, Inc., Limited Brands, Inc., Ross Stores, Inc., The TIX Companies, Inc.,
Brown Shoe Company, Inc., Feotstar, Inc., Genesco Inc., Shoe Carnival, Inc., The Finish Line, Inc., and Foot Locker, Inc.




ITEM 6. SELECTED FINANCIAL DATA

Our summary consolidated financial information set forth below should be read in conjunction with “Management's Discussion
and Analysis of Financial Condition and Results of Operations” and our Notes to Consolidated Financial Statements, included
elsewhere in this Form 10-K.

Fiscal Year™

(dotlars in millions, except per share; shares in thousands) 200700 2006 2005 2004 2003
Statements of Earnings (Loss) Data:
Net sales $ 30354 5§ 2,796.7 3 26657 $ 2,656.2 3 26624
Cost of sales 2,044.5 1,821.0 1,771.1 1,836.5 1,920.9
Gross margin 990.9 975.7 8886 819.7 741.5
Selling, general and administrative expenscs 899.4 808.5 761.1 730.0 715.7
Restructuring charges (beneﬁts)"'z) 0.2 038 38 24.9 0.2)
Operating profit from continuing operations 91.3 166.4 117.7 64.8 26.0
Interest expense 46.7 19.2 19.7 221 20.7
Interest income (14.4) (22.7) (12.3) (5.3) (3.9
Eamings from continuing operations before

income taxes and minonty interest 59.0 169.9 1103 48.0 9.2
Provision (benefit) for income taxes 8.6 39.9 30.8 13.2 (4.0)
Earnings from continuing operations before

minority interest 504 130.0 79.5 34.8 13.2
Minority interest, net of income taxes (7.7) (4.6} (3.0) 23 37
Net eamings from continuistg operations 42.7 125.4 76.5 37.1 16.9

Loss from discontinued operations, net of income

: cear D {2K3)
taxes and minority intcrest _ 3.4 (6.0 (3%.1) {17.0)

Net earnings (loss) before cumulative effect of
change in accounting principle \ 42.7 122.0 70.5 (2.0) (0.1)
Cumulative effect of change in accounting principle,

- T 4
net of income taxes and minerity IHICI'CSI( ’

- - 4.n - -

Net earnings (loss) S 42.7 $ 122.0 3 66.4 $ (2.0) § (0.1)
Diluted earnings (loss) per share:
Eamings from continuing operations s 0.65 $ 1.87 5 1.13 $ 0.55 3 0.25
Loss from discontinued operations, net o income

taxes and minority interest . (005) (009) (0,53) (0'25)
Diluted earnings {loss) per share before cumulative

effect of change in accounting principle 0.65 1.82 1.04 (0.03) -
Cumulative effect of change in accounting principle - - {0.06) - -
Diluted earnings (loss) per share $ 0.65 $ 1.82 $ 0.98 $ 0.03) $ -
Average shares outstanding - diluted 65,387 66,974 67,854 68,020 68,031
Balance Sheet Data:
Working capital § 5251 $ 5263 3 5160 $ 3916 3 3679
Property and equipment, net 5510 421.2 385.1 421.2 4235
Total assets 24152 1,427.4 1,314,5 1,239.8 1,204.3
Total long-term debt'™ 922.3 202.1 204.6 204.6 203.7
Total equity'® 702.9 700.1 652.0 595.0 604.4
Other Financial Data:
Capital expenditures § 1674 § 1186 % 64.3 $§ 1020 § 1077
Present value of operating leases 1,023.5 1,011.9 945.7 1,018.2 979.8
Net sates growth, continuing operations 8.5% 4.9% 0.4% (0.2)% 2.%
Same-store salcs growth, continuing operations'” (2.0)% 3.5% 2.4% (0.8)% (3.3)%
Return on equity, including discontinued operations 6.1% 18.7% 11.2% (0.3)% - %
Return on net assets, including discentinucd operations 8.0% 12.3% 9.9% 4.4% 44%
Return on invested capital, continuing operations 6.2% 14.5% 10.3% 5.8% 4.6%
Stores open (at year-cnd) 4,892 4,572 4,605 4,640 5,042
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All years include 52 weeks, except 2006, which includes 53 weeks. During 2003, we changed the reporting for our operations in the Central and South
American Regions to use a December 31 year-end.

In 2006, 2005 and 2004, the restructuring charges and discontinued operations relate to our decision to exit all Parade, Peru and Chile stores, as well as
264 Payless ShoeSource stores. We also eliminated approximately 200 management and administrative positions. In 2003, the restructuring activity
relates to changes in estimated net costs associated with the restructuring charge recorded in 2001 in connection with our decision to close certain
domestic division offices, as well as approximately 100 Payless and Parade stores.

During 2006, we exited retail operations in Japan and closed its one store location. The financial results for retail operations in Japan have been reflected
as discontinved operations for all periods presented. In addition, as a result of the 2004 restructuring, the results of operations for Parade, Peru, Chile and
26 Payless closed stores are classified as discontinued operations for all periods presented.

As discussed in Note 22 “Change in Accounting Principle” under the Notes to Consolidated Financial Statements included in Item 8, “Financial
Statements and Supplementary Data” of this Form 10-K, we adopted FASB Interpretation No. 47, “Accounting for Conditional Asset Retirement
Obligations - An Interpretation of FASB Statement No. 143,” during the fourth quarter of 2005.

Excluded from totzl long-term debt for 2003-2006 are demand notes payable entered into to finance our subsidiaries in the Central American Region.
During 2003-2006, we maintained certificates of deposit, in amounts equal to those demand notes, as compensating balances to collateralize those notes
payable. The certificates of deposit are reflected as restricted cash for those periods in our consolidated balance sheets found elsewhere in this Form 10-K.
These demnand notes payable were paid in 2007.

During 2003, 2004, 2005, 2006 and 2007, we repurchased $1.7 million (117 thousand shares), $11.4 million (938 thousand shares}, $71.2 million (3.3
million shares), $129.3 million (5.0 million shares), and $48.4 million (2.4 million shares), respectively, of common stock under our stock repurchase
programs and in connection with our employee stock purchase, deferred compensation and stock incentive plans,

Same-store sales are presented on a 52 week fiscal basis for all years. Same-store sales are calculated on a weekly basis and exclude liquidation sales. Ifa
store is open the entire week in each of the two years being compared, its sales are included in the same-store sales calculation for that week. Relocated
and remodeled stores are also included in the same-store sales calculation if they were open during the entire week in each of the two years being
compared. Stride Rite stores are excluded in this calculation as the Stride Rite stores were not owned by the Company in the prior year. The same-store
sales calculation excludes the South American and Central American Regions.

During 2006, we adopted the fair value recognition provisions of SFAS No 123(R), “Share-Based Payment.” See Note 3 “Share-Based Compensation”
under the Notes to Consolidated Financial Statements included in Item 8, “Financial Statements and Supplementary Data” of this Form 10-K.

During 2007, we adopted the provisions of FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes — an Interpretation of FASB
Statement No. 1097, See Note 9 “Income Taxes™ under the Notes to Consolidated Financial Statements included in Item 8, “Financial Statements and
Supplementary Data” of this Form [0-K.

Results for 2007 include the effects of the acquisitions of The Stride Rite Corporation (acquired August 17, 2007) and Collective Licensing, Inc. (acquired
March 30, 2007) as of the date of those acquisitions.
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ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

Overview

The following Management’s Discussion and Analysis of Financial Condition and Results of Operations (“MD&A”) is
intended to help the reader understand Collective Brands, Inc., our operations and our present business environment. MD&A
is provided as a supplement to - and should be read in connection with - our consolidated financial statements and the
accompanying notes thereto contained in Item 8 of this report. MD&A includes the following sections:

¢  Our Business — a general description of our business, our history and our strategy.

» Consolidated Review of Operations — an analysis of our consolidated results of operations for the three years
presented in our consolidated financial statements.

e Reporting Segment Review of Operations — an analysis of our results of operations for the three years presented in
our consolidated financial statements for our four reporting segments; Payless Domestic, Payless International, Stride
Rite Retail and Stride Rite Wholesale.

e Liquidity and Capital Resources — an analysis of cash flows, aggregate financial commitments and certain financial
condition ratios.

s Critical Accounting Policies — a discussion of our critical accounting policies that involve a higher degree of
judgment or complexity. This section also includes the impact of new accounting standards.

Our Business

Collective Brands, Inc. is the holding company of Payless ShoeSource, Inc. (“Payless™), The Stride Rite Corporation (“Stride
Rite™), and a licensing business known as Collective International, LP (*Collective Licensing™). We operate using a hybrid
business model which includes retail, wholesale and licensing. Payless is one of the largest footwear retailers in the Western
Hemisphere. It is dedicated to democratizing fashion and design in footwear and accessories and inspiring fun, fashion
possibilities for the family at a great value. Stride Rite markets the leading brand of high-quality children's shoes in the United
States. Stride Rite also markets products for children and adults under well-known brand names, including Keds®, Sperry
Top-Sider®, and Saucony®. Collective Licensing is a youth lifestyle marketing and global licensing business within the
Payless Domestic segment.

Qur mission is to become the leader in bringing compelling lifestyle, performance and fashion brands for footwear and
accessories to consumers worldwide. Our strategy has four strategic themes: consumer connections; powerful brands;
operational excellence; and dynamic growth.

We strive to create meaningful connections with consumers and meet their varied desires for style, performance, quality and
value. We do so by building and leveraging deep consumer insights that will allow us to continually anticipate trends and
increase our relevance to our consumers’ lifestyles. In addition, we strive to create outstanding experiences at each touch point
with consumers — online, in our stores and through our customers.

We are building a diverse portfolio of leadership brands that forge emotional connections with target consumers. Each of our

brands is infused with unique qualities to meet the lifestyle and aspirational needs of our consumers. Qur messaging
communicates each brand’s essence and helps create the connection between our brands and their target consumers.
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We are committed to executing core processes at a best-in-class level. These core processes include: consumer insight,
product creation, branding, supply chain and logistics, and talent development. We also leverage new technologies to
streamline and enable new business processes. We strive to consistently deliver effective and efficient solutions to serve our
customers and consumers.

We plan to fully extend our brand platforms across global markets, expand our brands into other relevant categories from a
traditional base in footwear, and build out all relevant delivery channels for all of our brands — wholesale, retail, licensing and
e-commerce/direct-to-consumer. In addition, we plan to continue to grow our portfolio of brands through internal
development, licensing and acquisition.

Fiscal year 2007 was highlighted by the acquisitions of Collective Licensing and Stride Rite. These acquisitions, as well as the
existing Payless ShoeSource operations will help us reach an expanded customer base with leading, well-recognized brands,
superior quality and on-trend footwear, and accessory products offered through multiple channels. As a result of these
acquisitions, we are more diverse with respect to breadth of brands, price points and customer segments. Adding wholesale
businesses allows us to add additional revenues without significant capital resources. We are also able to use cash flow
generated by our mature businesses to fund higher margins and higher return opportunities. We will continue to seek out ways
to leverage core competencies across the organization in areas such as product design and development, global sourcing,
distribution, inventory management, and various corporate functions.

On March 30, 2007, we acquired 100% of the partnership interests of Collective Licensing for $91.1 million, net of cash
acquired of $1.1 million, including transaction costs. We acquired Collective Licensing, a brand development and licensing
company, to further develop our “House of Brands” strategy.

On August 17, 2007, we completed the acquisition of 100% of the equity of Stride Rite. The purchase price was
approximately $786.6 million, net of cash acquired of $22.7 million. The acquisition was financed with cash-on-hand and the
net proceeds from a $725 million term loan. Assets acquired and liabilities assumed were recorded at their estimated fair
values, and operating results are included in the Stride Rite Retail and Stride Rite Wholesale segments from the date of
acquisition. The purchase price was allocated on a preliminary basis using information currently available. As a result of the
Stride Rite acquisition, we have incurred certain employee severance costs and have terminated certain contracts as a result of
identified synergies. As of February 2, 2008, these costs were included in the purchase price and inctude employee severance
costs of $14.5 million and contract termination and other costs of $1.2 million. As of February 2, 2008, the Company has paid
$1.7 million of these costs. These costs include employee severance for certain Stride Rite Corporate employees as well as
employee severance, contract termination and other costs related to the Company’s plan to close the Burnaby and Huntington
distribution centers.

We are still in the process of integrating Stride Rite and may have additional costs associated with this integration including
costs related to employee severance, asset valuation and contract termination. The allocation of the purchase price to the assets
and liabilities acquired will be finalized as necessary, up to one year afier the acquisition closing date, when information that is
known to be available or obtainable is obtained.

We anticipate that the challenging economic conditions in the United States will continue into 2008. We plan to stay true to
our successful merchandising strategies and maintain the right balance of our opening price point offerings while
communicating to customers through refined direct marketing. Additionally, we will continue to build a more diverse
portfolio of brands to position ourselves in the mass and premium markets. Finally, we will build on our success in
international markets to help mitigate the challenging economic conditions in the United States.
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Payless ShoeSource

Payless ShoeSource operates over 4,500 retail stores in 15 countries and territories in North America, the Caribbean, Central
America, and South America. Payless sells a broad assortment of quality footwear, including athietic, casual and dress shoes,
sandals, work and fashion boots, slippers, and accessories such as handbags and hosiery. Payless stores offer fashionable,
quality, branded and private label footwear and accessories for women, men and children at affordable prices in a self-
selection shopping format. Stores sell footwear under brand names including Airwalk®, American Eagle™, Champion® and
Dexter®. Select stores also sell exclusive designer lines of footwear and accessories under the names Abaete for Payless, Lela
Rose for Payless, and alice + olivia for Payless. Payless seeks to compete effectively by bringing to market differentiated,
trend-right merchandise before mass-market discounters and at the same time as department and specialty retailers but at a
more compelling value.

Payless is comprised of two operating segments, Payless Domestic and Payless International. The Payless strategy focuses on
four key elements: on-trend, targeted product; effective brand marketing; a great shopping experience; and efficient operations.

By offering on-trend targeted product, we successfully build a connection with our customers. We interpret fashion trends
timely and translate this into on-trend product in our stores through an extensive due diligence process. Beginning about a
year in advance, we review key fashion markets worldwide. We employ trend services and examine the industry’s ready-to-
wear forecasts; then, we test product. By doing so, we gain valuable intelligence well in advance of the seasons’ arrival. We
refine our ideas, commit to a product assortment, and display that assortment in our stores at about the same time as other '
fashion-oriented higher-priced competitors. Customers demand on-trend products, but have different definitions of what that
means. Importantly, we believe merchandise can be on-trend at a great value. Customers will always find tiered pricing at
Payless with good-better-best price points. Through elements of promotion and pricing tiers, we strive to maintain market
share with budget-oriented shoppers while driving the opportunity to increase market share with expressive customers.

The next component of the Payless strategy is brand marketing effectiveness, and the development of a *House of Brands”
architecture. We are building, licensing and buying appropriate authentic and aspirational brands to appeal to cur major

_ customer segments. As we continue to increase the proportion of branded footwear in our assortment, we will have more
pricing flexibility to increase the average selling price per unit. The Dexter line is our newest branded program and addresses
the traditional and updated customer in both men’s and women’s. The results of our branded programs validate our strategy
and demonstrate that we have additional expansion opportunities ahead.

We are also creating a great shopping experience through improved store operations execution. Our passionate and skilled
store teams offer friendly helpful service. In addition, a new store design improves our ability to showcase our merchandise,
improve the in-store experience for our customers, and further support the Payless brand identity. Our new design, known as
Hot Zone, features attractive gondolas and tables with product featured by style in the front of the store, while maintaining the
traditional shopping experience by size in the back of the store. About 10% of the chain has been refreshed with some
iteration of our new design. Hot Zone will be the design for our remodels, new stores, and relocations as we move forward.
We try to inspire our customers with of-the-moment trend stories with the displays. Customer satisfaction, conversion rates,
and financial returns have trended higher in our latest Hot Zone stores compared to the Payless average.

The tast major component of our Payless strategy is improving the efficiency of our operations. Our new distribution center
model allows us to service our customer base in the United States, which is located predominately on the nation’s coasts and
borders, better than operating our distribution center located in Topeka, Kansas. The distribution center investments are
intended to improve speed-to-market and replenishment of product for our stores. The distribution center initiative will also
reduce our disaster recovery and business interruption risk. We opened our West Coast distribution center in California in the
second quarter of 2007, and plan to open another distribution center in Ohio in the spring of 2009. Once both new distribution
centers are operating satisfactorily, we plan to close our current facility in Topeka, Kansas. In addition, we plan on
incorporating some of Stride Rite’s operations into Payless’ distribution network by shifting distribution from Stride Rite’s
Burnaby, British Columbia and Huntington, Indiana distribution centers to our Brockville, Ohio distribution center. Investing
in our business will remain a top priority and will take place on a variety of levels. We intend to invest in all elements of our
business that impact the customer experience, while ensuring that an efficient supporting infrastructure is in place.
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Stride Rite

Stride Rite is the leading marketer of high quality men’s, women’s and children's footwear in the United States and across the
globe. Stride Rite was founded on the strength of the Stride Rite® children's brand, but today includes a portfolio of brands
addressing different markets within the footwear industry. Stride Rite is predominantly a wholesaler of footwear, selling its
products mostly in North America in a wide variety of retail formats including premier department stores, independent shoe
stores, value retailers and specialty stores. Stride Rite markets products in countries outside North America through owned
operations, independent distributors and licensees. Stride Rite also markets its products directly to consumers by selling
children’s footwear through its Stride Rite retail stores and by selling all of its brands through Stride Rite outlet stores and
through ecommerce. In total, Stride Rite operates over 300 retail locations.

Stride Rite is comprised of two operating segments, Stride Rite Retail and Stride Rite Wholesale. We intend to build upon
Stride Rite’s position as the premier brand in children’s footwear, We also expect to build Sperry Top-Sider® and Keds® into
a nautical lifestyle and athletic lifestyle brands, respectively, and to leverage Saucony’s authentic running heritage to build a
greater global athletic and lifestyle footwear and apparel business. Each major brand has certain key strategic priorities.

The Stride Rite retail stores are one of the largest premium retailers of children’s non-athletic shoes. Stride Rite has over 80
years of expertise in the development of children’s shoes. Most of the Stride Rite brand’s sales come from its 300-plus retail
stores, which account for approximately 500 thousand square feet of retail space. The rest of the brand’s sales come from a
variety of channels including department stores and licensed dealers. Stride Rite is currently merchandised and marketed at
premium price points primarily for consumers up to six years of age. One of the elements of our Stride Rite brand strategy is
to expand our market to older children.

Sperry Top-Sider® (*‘Sperry”) is a brand with a powerful heritage in the boat shoe category. Our strategy for the Sperry brand
is centered primarily on expanding beyond boat shoes, driving its women’s business and expanding internationally. We have
created new footwear products in the rugged and casual market, which is larger than the boat shoe market, according to a 2007
study performed by the NPD Group. We are also building upon our early success in women’s — a larger footwear market than
our core men’s target market. New women’s products are multi-generational, year-round, and distributed at a broad array of
retail channels. International growth trends are to be strengthened by focusing on specific markets with the best opportunities,
adding resources to our international infrastructure, and leveraging U.S. marketing and imagery.

The Saucony® brand strategy is focused on creating and delivering authentic technical running products; growing share in
new and existing wholesale channels; and re-establishing a product line known as Saucony Originals. We are driving business
with those whao shop the specialty running channel by evolving and improving our designs. We offer an array of award
winning products specifically engineered with emphasis on stability, cushioning, and motion contrel. Qur Sauceny products
are expected to be more compelling due to improved technical design, aesthetic design, and broader pricing. In addition, we
are re-establishing the Saucony Originals line to focus on fashion and youth lifestyles, and we have launched an apparel line
focused on the specialty running channel.

The Keds® brand position is an iconic American brand. The strategy to grow this brand is predicated upon executing
opportunities related to Keds’ consumer, product, distribution, and operations. The Keds target consumer is a woman up to 24
years old. We believe twenty-four years old is an age that many potential and existing Keds consumers aspire to be in their
lifestyles. We are also broadening the appeal of the Keds products beyond just canvas and vulcanized styles into women’s
casual and dress casual.
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Consolidated Review of Qperations

The following discussion summarizes the significant factors affecting consolidated operating results for the fiscal years ended
February 2, 2008 (2007), February 3, 2007 (2006) and January 28, 2006 (2005). Fiscal year 2006 contains 53 weeks of
operating results compared to fiscal years 2007 and 2005 which contain 52 weeks. References to years relate to fiscal years
rather than calendar years unless otherwise designated. Results for the past three years were as follows:

52 Weeks Ended 53 Weeks Ended 52 Weeks Ended
(doflars in millions, except per share) 2007 2006 2005
% of % of % of
Sales Sales Sales
Net sales $§ 3,054 1000 % $ 27967 1000 % 0§ 26657 1000 %
Cost of sales 2,044.5 67.4 1,821.0 65.1 1,777.1 66.7
Gross margin 9950.9 316 97157 349 883.6 333
Selling, general and administrative expenses 899.4 296 B0B.5 28.9 767.1 28.8
Restructuring charges 0.2 - 0.8 3.8 0.1
Operating profit from continuing operations 91.3 30 166.4 6.0 177 4.4
Interest expense 46.7 1.5 19.2 0.7 19.7 0.7
Interest income (14.4) (0.5) 22.7) (0.8) (12.3) 0.4)
Eamnings from continuing operations before income
taxes and minority interest 59.0 240 169.9 6.1 110.3 4.1
Provision for income taxes 8.6 14.6 399 23.5 30.8 27.9
Earnings from continuing operations before
minerity interest 50.4 1.7 130.0 4.6 79.5 30
Minority interest, net of income taxes (7.7) (0.3) (4.6) {0.1) 3.0) (0.
Net eamings from continuing operations 42.7 1.4 1254 4.5 76.5 29
Loss from discontinued operations, net of income
taxes and minority interest = - (3.4) ©.1) (6.0) 0.3
Net eamnings before cumulative effect of change
in accounting principle 42.7 14 122.0 4.4 70.5 2.6
Cumulative effect of change in accounting principle,
net of income taxes and minority interest l - - - @.0 (©2)
Net eamnings 3 42.7 14 % § 1220 44 % § 66.4 24 %
Basic eamings per share:
Eamings from continuing operations $ 0.66 ) 1.90 $ 1.13
Loss from discontinued operations - (0.05) (0.09)
Basic earnings per share before cumulative
effect of change in accounting principle 0.66 1.85 1.04
Cumulative effect of change in accounting principle - - (0.06)
Basic earnings per share b 0.66 3 1.85 5 (.98
Diluted earnings per share:
Earnings from continuing operations 5 0.65 $ 1.87 5 1.13
Loss from discontinued operations - (0.05) (0.09)
Diluted eamings per share before cumulative
effect of change in accounting principle 0.65 1.82 1.04
Cumulative effect of change in accounting principle - - _(0.06)
Diluted earnings per share 5 0.65 [ 1.82 $ 0.98
Return on sales from continuing operations 1.4 % 45 % 29 %
Return on equity, including discontinued operations'”’ 6.1 % 187 % 11.2 %
Return on net assets, including discontinued operations'” 8.0 % 123 % 9.9 %
Retum on invested capital, continuing operations™ 61 % 14.5 % 103 %
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(1} Percent of sales columnns for the provision for income taxes represents effective income tax rates. .

(2} Return on equity is computed as net earnings, including discontinued operations, divided by beginning shareowners’ equity and measures our
ability to invest shareowners’ funds profitably. The decrease in return on net assets from 2006 to 2007 is primarily due to a decrease in net
eamings. The increase in return on net assets from 2005 to 2006 is primarily due to an increase in net earnings.

(3) Retumn on net assets is computed as pre-tax net eamings, including discontinued operations, plus net interest expense and the interest component of
operating leases, divided by beginning of year net assets, including present value of operating leases (“PVOL™), and represents performance
independent of capital structure. The decrease in return on net assets from 2006 to 2007 is primarily due to a decrease in net carnings. The increase
in return on net assets from 2005 to 2006 is primarily due to an increase in net eamnings.

(4) Return on invested capital is computed as operating profit from continuing operations, adjusted for income taxes at the applicable effective rate,
divided by the average amount of long-term debt and shareowners” equity. The decrease in return on invested capital from 2006 o 2607 is
primarily due to a decrease in net earnings and an increase in long-term debt. The increase in return on invested capital from 2005 to 2006 is
primarily due to an increase in net eamings.

Ner Earnings

For 2007 net earnings were $42.7 million, or $0.65 per diluted share compared to 2006 net earnings of $122.0 million, or
$1.82 per diluted share. Results for 2007 include incremental costs resulting from the flow through of acquired inventory
recorded at fair value and depreciation and amortization of certain other assets purchased in the Stride Rite acquisition totaling
£57.6 million pre-tax. We currently expect to incur approximately $22 million pre-tax of additional purchase accounting
expense in 2008, approximately $9 million of which is expected to be incurred in the first quarter of 2008, Results for 2006
include the impact of operating results of a 53" week vs. 2007 which had 52 weeks.

For 2006 net eamings were $122.0 million, or $1.82 per diluted share, up 83.7% versus 2005 net earnings of $66.4 million, or
$0.98 per diluted share. Results for 2006 include the impact of operating results of a 53™ week vs. 2005 which had 52 weeks.

Net Sales

Net sales at our retail stores are recognized at the time the sale is made to the customer; they are net of estimated returns and
current promotional discounts and exclude sales tax. Net sales for wholesale and e-commerce transactions are recognized
when title passes and the risks or rewards of ownership have transferred to the customer, based on the shipping terms. Sales
are net of estimated returns and current promotional discounts and exclude sales tax.

The table below summarizes net sales information for each of the last three fiscal years. Same-store sales are calculated on a
weekly basis and exclude liquidation sales. If a store is open the entire week in each of the last two years being compared, its
sales are included in the same-store sales calculation for the week. Except for net sales, all metrics below exclude information
from our Stride Rite Retail and Stride Rite Wholesale segments as those segments were not present until the acquisition date of
August 17, 2007.

Sales percent increases (decreases) are as follows:

2007 2006 2005

Net sales 85 % 49 % 04 %
Same-store sales 2.0 35 24
Average selling price per unit 4.8 94 7.6
Unit volume (8.2) 4.1} (6.3)
Footwear average selling price per unit 4.6 8.8 46
Footwear unit volume (7.6) (2.4) 2.9)
Non-footwear average selling price per unit 3.1 29 12.2
Non-footwear unit volume (11.1) (10.3) (17.2)
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For the fiscal year 2007, total sales increased 8.5% or $238.7 million, to $3,035.4 million, over the prior year. The increase in
net sales was driven by the acquisition of Stride Rite during 2007. During 2007, net sales included in the Stride Rite Retail
reporting segment were $94.9 million and net sales in our Stride Rite Wholesale reporting segment were $215.1 million.

There were no comparable sales for 2006 for these segments as we acquired them in 2007. Sales also increased in our Payless
International reporting segment by 6.4% or $25.5 million to $427.0 million over the prior year. These increases were offset by
a decrease in sales from our Payless Domestic reporting segment of 4.0% or $96.8 million. Sales in the 53rd week of 2006
were $36.4 million, and they are included in the 2006 results of our Payless Domestic and Payless International reporting
segments.

For the fiscal year 2006, total sales increased 4.9% or $131.0 million, to $2,796.7 million, over the prior year. The increase in
sales in 2006 was driven by the increase in sales of our Payless Domestic segment of 3.9% or $89.2 million ($34.2 million of
which was due to the 53™ week) and an increase in sales of our Payless International segment of 11.6% or $41.8 million.

Cost of Sales

Cost of sales includes cost of merchandise sold and our buying, occupancy, warehousing and product movement costs, as well
as depreciation of stores and distribution centers. Cost of sales was $2,044.5 mitlion in 2007, up 12.3% from $1,821.0 million
in 2006, The increase in cost of sales from 2006 to 2007 is primarily due to incremental sales due to the acquisition of Stride
Rite and higher distribution center expenses.

In 2007, the Company’s Board of Directors approved a plan to shift to a dual distribution center model for Payless domestic
operations. As part of the plan, the Company intends to open a new distribution center in Brookville, Ohio, which will begin
operation in the spring of 2009. This distribution center will be in addition to the Company’s Redlands, California distribution
center that commenced operations in the second quarter of 20{7. Once both new distribution centers are operating
satisfactorily, the Company plans to close its current distribution center in Topeka, Kansas. Total exit costs are currently
estimated to be approximately $13 million, consisting of approximately $3 million of non-cash accelerated depreciation
expenses, approximately $8 million for employee severance expenses, and approximately $2 million related to contract
termination and other exit costs. The exit costs are recorded as costs of sales within the Payless Domestic segment in the
consolidated statement of earnings. Actual results could vary from these estimates.

The significant components of the exit costs incurred as of February 2, 2008, are summarized as follows:

Costs Incurred Cash Payments  Accrual Balance as
52 Weeks Ended 52 Weeks Ended of
(dollars in millions} February 2, 2008 February 2, 2008  February 2, 2008
Employee severance costs 5 59 % 0.7) § 52
Contract termination 0.8 0.8 § -
Accelerated depreciation 2.4
5 9.1 3 (1.5) § 5.2

Cost of sales was $1,821.0 millien in 2006, up 2.5% from $1,777.1 million in 2005. As a percent of net sales, cost of sales
was 65.1% in 2006, compared with 66.7% in 2005. The increase in cost of sales of $43.9 million from 2005 to 2006 was
primarily due to increased occupancy expenses.

Gross Margin

Gross margin rate for 2007 was 32.6%, compared to a gross margin rate of 34.9% for 2006. The decrease in gross margin rate
is primarily due to the impact of purchase accounting resulting from the flow through of inventory recorded at fair value and
depreciation and amortization of certain other assets purchased in the Stride Rite acquisition totaling $57.6 million, the de-
leveraging of fixed costs such as rent and other occupancy costs for our Payless Domestic and Payless International Segments
as a result of lower sales, and higher distribution center expenses, These items were partially offset by more favorable initial
mark-ons relative to 2006. Gross margin rate for 2006 was 34 9%, compared to a gross margin rate of 33.3% in 2006. The
gross margin rate increased in 2006 due primarily to more favorable initial mark-ons relative to 2005.
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Selling, General and Administrative Expenses

In 2007, selling, general and administrative expenses were $899.4 million, an increase of 11.2% from $808.5 million in the
2006 period. Selling, general and administrative expenses as a percentage of net sales were 29.6% in 2007 compared with
28.9% in 2006. The increase of 0.7% as a percentage of net sales is primarily due to lower comparable Payless Domestic store
sales (0.8%) and $6.4 million of integration related expenses incurred in 2007 (0.2%) partially offset by Payless expense
reductions primarily due to lower employee incentive programs (0.2%) and the incremental impact of Stride Rite’s lower
selling, peneral and administrative expense rate (0.1%).

In 2006, selling, general and administrative expenses were $808.5 million, an increase of 5.4% from $767.1 million in the
2005 peniod. Selling, general and administrative expenses as a percentage of net sales were 28.9% in 2006 compared with
28.8% in 2005. The increase of 0.1% as a percentage of net sales primarily reflects the result of 0.5% of additional costs for
employee incentive programs (including a 0.3% increase related to the incremental impact of SFAS No. 123(R)), partially
offset by a 0.5% reduction in payroll and related costs driven primarily by 2005 management transition costs that did not
repeat in 2006.

Interest (Income) Expense

Interest income and expense components were:

(dollars in millions) 2007 2006 2005
Interest expense $ 467 § 192 % 19.7
Interest income {14.4) (22.7) {12.3}
Interest expense (income), net b 323 % (3.5) § 7.4

The increase in interest expense in 2007 is due primarily to the increased borrowings of $725 million used to fund the Stride
Rite acquisition. The decline in interest income is a result of the decrease in invested balances due to cash used to fund the
Stride Rite and Collective Licensing acquisitions.

The interest expense decrease in 2006 is due primarily to a reduction of debt. Interest income increased in 2006 due primarily
to an increase in invested balances and increased yield.

Income Taxes

The effective tax rate from continuing operations was 14.6% in 2007 versus 23.5% in 2006. The favorable difference in the
overall effective tax rate for 2007 compared to 2006 is due primarily to the acquisition of Stride Rite and the related purchase
accounting impact and incremental interest expense, which reduced income in relatively high tax rate jurisdictions. In
addition, income in lower tax rate jurisdictions has increased during 2007,

Our effective tax rates have differed from the U.S. statutory rate principally due to the impact of our operations conducted in
jurisdictions with rates fower than the U.S. statutory rate, the benefit of jurisdictional and empiloyment tax credits, favorable
adjustments to our income tax reserves due primarily to favorable settlements of examinations by taxing authorities, the impact
of repatriating earnings from offshore and the on-going implementation of tax efficient business initiatives. See Note 9 of our
Consolidated Financial Statements for more information detailing the relative impact of these items on our tax rate on a
comparative basis.

We adopted the provisions of Financial Accounting Standards Board, (“FASB”™) interpretation No 48, “Accounting for
Uncertainty in Income Taxes — an interpretation of FASB Staternent No. 109 (“FIN 48"), on February 4, 2007. FIN 48
prescribes a recognition threshold and a measurement standard for the financial statement recognition and measurement of tax
positions taken or expected to be taken in a tax return. The recognition and measurement of tax benefits is often highly
judgmental. Determinations regarding the recognition and measurement of a tax benefit can change as additional developments
occur relative to the issue. Accordingly, our future results may include favorable or unfavorable adjustments to our
unrecognized tax benefits.
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At February 2, 2008, deferred tax assets for state and foreign net operating loss carryforwards are $6.8 million, iess a valuation
allowance of $0.5 million. The net operating losses related to recorded assets will expire as foilows: $1.5 million in 2010
through 2011, and $4.8 million by 2026. Federal foreign tax credit carryforwards arc $1.6 million and state income tax credit
carryforwards are $9.2 million, less a valuation allowance of $5.1 million. The remaining $0.2 million of our total valuation
allowance of $5.8 million relates to other deferred tax assets in a Latin American country that does not have a history of
earnings. The tax credit carryforwards related to the recorded asscts expire as follows: $1.3 million by 2013, $1.6 million in
2017 and $2.8 million may be carried forward indefinitely.

The American Jobs Creation Act of 2004, enacted on October 22, 2004 (the “Jobs Act™), provided for a temporary 85%
dividends received deduction on certain foreign earnings repatriated during a one-year period. To qualify for the deduction, the
earnings must be reinvested in the U.S. pursuant to a domestic reinvestment plan established by a company’s Chief Executive
Officer and approved by its Board of Directors. Certain other criteria in the Jobs Act must be satisfied as well. During 2005,
our Chief Executive Officer established domestic reinvestment plans which were approved by the Board of Directors. Pursuant
to the plans, we repatriated $85.0 million from foreign subsidiaries during 2005. The repatriation resulted in recognition of
$1.4 million of income tax expense in 2005. At the close of 2007, we have not provided tax on our cumulative undistributed
earnings of foreign subsidiaries of approximately $32 million, because it is our intention to reinvest these earnings indefinitely.
The calculation of the unrecognized deferred tax liability related to these ecarnings is complex and is not practicable. If
earnings were distributed, we would be subject to U.S. taxes and withholding taxes payable to various foreign governments.
Based on the facts and circumstances at that time, we would determine whether a credit for foreign taxes already paid would
be available to reduce or offset the U.S. tax liability. We anticipate that earnings would not be repatriated unless it was tax
efficient to do so.

Impact of Inflation

Inflation did not have a material impact on our net sales growth or net eamnings for the three years in the period ended February
2, 2008.

In fiscal year 2008, we expect inflationary pressures exacerbated by the weak dollar from China, where a majority of our
product is made. We are looking for ways to control costs by working with our factory partners on opportunities for
production further inland and north in China as well as other countries such as Indonesia and India, as well as expanding our
existing presence in Vietnam, We believe we will be able to manage cost by using a number of initiatives such as more direct
sourcing, the consolidation of raw material suppliers, and the consolidation of factories.

Minority Interest, Net of Income Taxes

Minority interest represents our joint venture partners’ share of net eamings or losses on applicable international operations.
The increase in minority interest expense from 2006 to 2007 and 2005 to 2006 is due to increased earnings from our joint
ventures.

Discontinued Operations

Discontinued operations include Parade, Chile and Peru Stores as well as 26 Payless stores in North America and Japan retail
operations. There was no income or loss from discontinued operations in 2007. The loss from discontinued operations of $3.4
million, net of income taxes and minority interest, during 2006 primarily relates to operating performance and disposal costs
associated with our retail operations in Japan. The loss from discontinued operations of $6.0 million, net of income taxes and
minority interest, during 2005 primarily relates to disposal costs associated with our discontinued Parade, Chile and Peru
Stores and well as 26 stores in North America.
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Environmental Liability

In connection with the Stride Rite acquisition, we acquired a distribution facility with a related environmental liability. The
liability as of February 2, 2008 was $6.5 million; $1.0 million of which was included as an accrued expense and $5.5 million
of which was included in other long-term liabilities in the accompanying consolidated balance sheet. The assessment of the
liability and the associated costs were an estimate based upon available information after consultation with environmental
engineers, consultants and attorneys assisting the Company in addressing these environmental issues in the fourth quarter of
2007. As of February 2, 2008, the estimated costs to address these environmental conditions ranged from $4.4 million to $8.8
million, including $0.9 million of costs that have already been paid. Actual costs to address the environmental conditions may
change based upon further investigations, the conclusions of regulatory authorities about information gathered in those
investigations, the inherent uncertainties involved in estimating conditions in the environment, and the costs of addressing such
conditions. Any changes to the estimated liability will be finalized as necessary, up to one year after the acquisition of Stride
Rite’s closing date, when information that is known to be available or obtainable is obtained. Any changes to the liability
within one year of this acquisition’s closing date will impact goodwill for this transaction.

Reporting Segment Review of Operations

We operate our business using four reporting segments: Payless Domestic, Payless International, Stride Rite Retail and Stride
Rite Wholesale. We evaluate the performance of our reporting segments based on segment revenues from external customers
and segment operating profit from continuing operations as a measure of overall performance of the Company. The following
table reconciles reporting segment revenues from external customers to net sales and operating profit from continuing
operations to our consolidated operating profit from continuing operations for the three years presented in our consolidated
financial statements:

(in millions) 2007 2006 2005
Revenues from extermal customers:
Payless Domestic $ 22984 $ 23952 $ 2,306.0
Paytess International 427.0 401.5 359.7
Siride Rite Wholesale 215.1 - -
Stride Rite Retail 94.9 - -
Consolidated Net Sales $ 31,0354 $ 2,796.7 $ 26657

Operating profit from continuing operations:

Payless Domestic 5 82.2 $ 1159 $ 834
Payless Intemational 52.0 50.5 343
Stride Rite Wholesale (27.5) - -
Sinide Rite Retail {15.4) - -
Operating profit from continuing operations $ 91.3 3 1664 § 1177

The following table presents the change in store count during 2007 and 2006 by reporting segment. We consider a store
relocation to be both a store opening and a store closing. The stores acquired as a result of the Stride Rite acquisition are
denoted in the stores acquired line.

Payless Payless Stride Rite
Domestic International Retail Total

Fiscal year ended February 2, 2008

Beginning store count 3,986 586 - 4,572

Stores acquired - - 330 330

Stores opened 113 13 15 151 i
Stores closed (145) {an {5) {161) |
Ending store count 3,954 598 340 4,892 |
Fiscal year ended February 3, 2007 I
Beginning store count 4,027 578 - 4,605

Stores opened 150 i9 - 169

Stores closed (191) {an - (202)

Ending store count 3,986 586 - 4,572
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For the Payless Domestic Segment, our store activity plan for fiscal year 2008 includes a net decrease of approximately 50
stores under the Payless ShoeSource name. This includes approximately 100 new stores and 150 store closings. For the
Payless International Segment, our store activity plan for fiscal year 2008 includes a net increase of approximately 25 stores
under the Payless ShoeSource name. This includes approximately 40 new stores and 15 store closings. For the Stride Rite
Retail Segment, our store activity plan for fiscal year 2008 includes a net increase of approximately 20 stores under the Stride
Rite name. The current plan for 2008 through 2010 will not materially increase or decrease the net number of either Payless
ShoeSource or Stride Rite stores. We review our store activity plan at least on an annual basis.

Payless Domestic Segment Operating Results
The Payless Domestic operating segment is comprised primarily of operations from the domestic retail stores under the Payless

|
ShoeSource name, the Company’s sourcing operations and Collective Licensing. The following table presents selected :
financial data for our Payless Domestic segment for each of the past three fiscal years: '

Percent increase (decrease)

|
(dollars in millions) 1007 2006 2005 2006 to 2007 2005 to 2006 I
Revenues from external customers § 2,2984 $ 23952 $ 23060 4.0) % 39 % I
Operating profit from continuing operations ) 82.2 $ 1159 $ 834 (29.1) % 390 %
Operating profit from continuing operations as %
of revenues from external customers 36 % 48 % 36 %

For the fiscal year 2007, revenues from external customers for the Payless Domestic reporting segment decreased 4.0% or
$96.8 million, to $2,298.4 million, from 2006, The decrease in sales from 2006 to 2007 is due to lower traffic and lower unit
sales across all product categories as well as the impact of $34.2 million of net sales in the 2006 53™ week, partially offset by
increases in average selling prices per unit across all product categories.

For the fiscal year 2006, revenues from external customers for the Payless Domestic reporting segment increased 3.9% or
$89.2 million, to $2,395.2 millicn, over 2005. The increase in szles from 2005 to 2006 was due to positive sales performance
across all segments of the women’s category and girl’s shoes as well as the additional week of sales in 2006 due to the 53™
week of $34.2 million, partially offset by weaker performance in accessories, boy’s shoes, men’s boots and men’s athletics.

As a percentage of revenues from external customers, operating profit from continuing operations decreased to 3.6% for 2007
compared to 4.8% in the 2006. The percentage decrease is primarily due to negative leverage on SG&A expenses due to lower

net sales.

As a percentage of revenues from external customers, operating profit from continuing operations increased to 4.8% for 2006
compared to 3.6% in the 2005. The percentage increase is primarily due to higher initial mark-on in 2006 relative to 2005,

Payless International Segment Operating Results

Our Payless International operating segment includes retail operations under the Payless ShoeSource name in Canada, the
Central and South American Regions, Puerto Rico and the U.S. Virgin Islands.

Percent increase (decrease)

(dollars in millions) 2007 2006 2005 2006 to 2007 2005 to 2006
Revenues from external customers § 4270 § 4015 $ 3597 64 % 1.6 %
Operating profit from continuing operations s 52.0 ) 50.5 3 343 30 % 472 %
Operating profit from continuing operations as %

of revenues from extemal customers 122 % 126 % 95 %

In general, gross margin percentages in our Payless International segment exceed those in the Payless Domestic segment.
Also, as a percent of net sales, our selling, general and administrative expenses in the Payless International segment are lower
than in the Payless Domestic segment primarily due to lower payroll-related expenses. Therefore, as a percentage of net sales,
operating profits in our Payless International segment exceed those in our Payless Domestic segment,
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For the fiscal year 2007, revenues from external customers for the Payless International reporting segment increased 6.4% or
$25.5 million, to $427.0 million, over 2006. The increase in sales was driven by increased sales in Central and South America
offset by the impact of $2.2 million of net sales in the 2006 53" week.

For the fiscal year 2006, revenues from external customers for the Payless International reporting segment increased 11.6% or
$41.8 million, to $401.5 million, over 2005. The increase in sales was driven by increased sales in Canada and Central
America, offset by decreased sales in Puerto Rico. The increase in sales in Canada was impacted by additional sales of $2.2
million in the 2006 53 week.

As a percentage of revenues from external customers, operating profit from continuing operations decreased to 12.2% for 2007
compared to 12.6% in the 2006. The percentage decrease is primarily due to higher expenses in Canada, partially offset by
improved gross margin rates in Central America.

As a percentage of revenues from external customers, operating profit from continuing operations increased to 12.6% for 2006
compared to 9.5% in the 2005. The percentage increase is primarily due to higher gross margin rates in Canada, partially
offset by higher expenses in Puerto Rico.

Stride Rite Wholesale Segment Operating Results

The Stride Rite Wholesale operating segment is comprised of Stride Rite’s wholesale operations, which includes sales from the
Stride Rite, Robeez, Sperry, Saucony, Keds and Tommy Hilfiger brands.

The sales from external customers for the Stride Rite Wholesale segment were $215.1 million for 2007, We did not have sales
for this segment prior to 2007 as Stride Rite was acquired on August 17, 2007. Sales in this segment were driven primarily by
strong sales of the Sperry and Saucony brands, along with strong sales of certain brands in international markets. Keds sales
were soft in the mid-tier channel, and sales for the Stride Rite and Tommy Hilfiger brands experienced soft sales in several
channels.

The Stride Rite Wholesale segment operating loss of $27.5 million was primarily driven by incremental costs related to the
flow through of the acquired inventory write-up to fair value and depreciation and amortization of certain other assets.
Partially offsetting the impact of purchase accounting were strong net sales in Saucony, Sperry and international markets.

In 2008, we announced plans to end our licensing agreement with Tommy Hilfiger for our men’s and women'’s brands,
effective January 1, 2009. Our license for Tommy Hilfiger Kids footwear licensing agreement will expire at the end of
calendar year 2009 and we do not anticipate that it will be renewed.

Stride Rite Retail Segment Operating Results

The Stride Rite Retail operating segment is comprised of operations from Stride Rite’s retail stores and outlet stores. As of
February 2, 2008, we operated 238 Stride Rite retail stores and 102 Stride Rite outlet stores.

The sales from external customers for the Stride Rite Retail segment were $94.9 million for 2007. We did not have sales for
this segment prior to 2007 as Stride Rite was acquired on August 17, 2007. Sales in this segment were affected by the difficult
economic and retail environment.

The Stride Rite Retail segment operating loss was $15.4 million for 2007. The flow through of the acquired inventory write-

up to fair value and depreciation and amortization of certain other assets offset the sales and corresponding gross profit
generated during the period.

35




Liquidity and Capital Resources

We ended 2007 with a cash and cash equivalents balance of $232.5 million, a decrease of $138.9 million from 2006, and no
short-term investments, a decrease of $90.0 million from 2006. Any materially adverse change in customer demand, fashion
trends, competitive market forces or customer acceptance of our merchandise mix and retail locations, uncertainties related to
the effect of competitive products and pricing, risks associated with foreign global sourcing or economic conditions worldwide
could affect our ability to continue to fund our needs from business operations. We believe internally generated cash flow
from operations has been our primary source of cash and we believe operating cash flows and current credit facilities will be
adequate to fund our working capital requirements, scheduled debt repayments, and to support the development of our short-
term and long-term operating strategies. We usually finance our real estate through operating leases. Significant sources and
{uses) of cash are summarized below:

{(dollars in millions) 2007 2006 2005

Net earnings $ 427 % 1220 § 66.4
Working capital decreases (increases) (2.9) (17.5) 30,0
Other operating activitics 35.7 35.6 38.9
Depreciation and amortization 117.3 89.6 81.6
Cash flow provided by operating activities 192.8 2297 2269
Payments for capital expenditures (167.4) (118.6) (64.3)
Net sales (purchases) of investments 90.6 (27.4) (36.4)
Acquisition of businesses, net of cash acquired 877.7) - -
Other investing activities 4.3 (10.9) 2.1
Cash flow used in investing activitics (950.2) (156.9) (98.6)
Net purchases of common stock (39.7 (82.2) (21.6)
Payments of debt and deferred financing costs (70.0) (3.0) (2.5)
Distributions to minority owners (2.4) (1.5) -
Issuance of debt 725.0 - 1.2
Other financing activities 24 9.2 0.9
Cash flow provided by (used in) financing activitics 615.3 (11.5) (22.0)
Effect of exchange rate changes on cash 3.2 (2.1) 0.9
(Decrease) increase in cash and cash equivalents 5 (138.9) § (6.8) 3 107.2

As of February 2, 2008, of the $232.5 million in cash and cash equivalents, our foreign subsidiaries and joint ventures had
$155.5 miltion in cash located in financial institutions outside of the United States. A portion of this cash represents
undistributed earnings of our foreign subsidiaries, which are indefinitely reinvested. In the event of a distribution to the United
States, those earnings could be subject to United States federal and state income taxes, net of foreign tax credits.

Cash Flow Provided by Operating Activities

Cash flow from operating activities was $192.8 million in 2807 compared with $229.7 million in 2006 and $226.9 million in
2005. The significant changes in cash flow from operations from 2007 compared with 2006 are due to decreases in net
earnings, offset by a change in inventory. Compared to 2006, we have reduced inventory levels in response to lower sales.
Also, due to changes in our sourcing process we no longer take possession of significant amounts of raw materials. The
significant changes in cash flow from operations in 2006 as compared to 2005 were due to increases in net earnings, offset by
a change in inventory.
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Cash Flow Used in Investing Activities

In 2007, our capital expenditures totaled $167.4 million which included $162.8 million for our Payless Domestic and Payless
International segments and $4.6 million for our Stride Rite Retail and Stride Rite Wholesale segments. For our Payless
Domestic and Payless International Segments, capital expenditures for new and relocated stores were $49.0 million, capital
expenditures to remodel existing stores were $36.6 million, capital expenditures for information technology hardware and
systems development were $18.9 million, capital expenditure for supply chain of $36.8 million and capital expenditures for
other necessary improvements including corporate expenditures were $21.5 million. In the 2007 first quarter, we acquired
Collective Licensing for $91.1 million, net of cash acquired, including transaction costs. [n the 2007 third quarter, we
acquired Stride Rite for $786.6 million, net of cash acquired, including transaction costs. We expect that cash paid for capital
expenditures during 2008 will be approximately $145 million. We intend to use internal cash flow and available financing
from our $350 million revolving credit agreement to finance all of these expenditures,

Cash Flow Provided By (Used in) Financing Activities

The Company has made the following common stock repurchases:

2007 2006 2005
(dollars in millions, shares in thousands) Dollars Shares Dollars  Shares Dollars  Shares
Stock repurchase program $ 471 2,387 § 1284 4960 § 704 3234
Emplovee stock purchase, deferred compensation
1.3 51 0.9 34 0.8 45

and stock incentive plans
§ 484 2,438 3 1293 4994 § 71.2 3,279

As of February 2, 2008, we had approximately $204.8 million of remaining common stock repurchase authorization from our
Board of Directors. Under the indenture governing our 8.25% Senior Subordinated Notes, we are restricted on the amount of
common stock we may repurchase. This limit may increase or decrease on a quarterly basis based upon our net eamnings.

On August 17, 2007, we entered into a $725 million term loan (the “Term Loan Facility”) and a $350 million Amended and
Restated Loan and Guaranty Agreement (the “Revolving Loan Facility” and collectively with the Term Loan Facility, the
“Loan Facilities”). The Loan Facilities rank pari passu in right of payment and have the lien priorities specified in an
intercreditor agreement executed by the administrative agent to the Term Loan Facility and the administrative agent to the
Revolving Loan Facility. The Loan Facilities are senior secured toans guaranteed by substantially all of the assets of the
borrower and the guarantors, with the Revolving Facility having first priority in accounts receivable, inventory and certain
related assets and the Term Loan Facility having first priority in substantially all of the borrower’s and the guarantors’
remaining assets, including intellectual property, the capital stock of each domestic subsidiary, any intercompany notes owned
by the Borrower and the guarantors, and 66% of the stock of non-U.S. subsidiaries directly owned by borrower or a guarantor.

The Revolving Loan Facility will mature on August 17, 2012. The Revolving Loan Facility bears interest at the LIBOR, plus
a variable margin of 0.875% to 1.5%, or the base rate as defined in the agreement governing the Revolving Loan Facility,
based upon certain borrowing levels and commitment fee payable on the unborrowed batance of 0.25%. The Revolving Loan
Facility contains a total leverage ratio covenant and other various covenants including those that may limit our ability to pay
dividends, repurchase stock, accelerate the retirement of other subordinated debt or make certain investments. As of February
2, 2008, we were in compliance with all covenants. The facility will be available as needed for general corporate purposes.
The variable interest rate including the applicable variable margin at February 2, 2008, was 3.97%. No amounts were drawn
on the Revolving Loan Facility as of February 2, 2008. Based on our current borrowing base, we may borrow up to $296.2
million under our Revolving Loan Facility, less $25.8 million in outstanding letters of credit as of February 2, 2008.

The Term Loan Facility will mature on August 17, 2014, The Term Loan Facility will amortize quarterly in annual amounts of
1.0% of the original amount, with the final instaliment payable on the maturity date. The Term Loan Agreement provides for
customary mandatory prepayments, subject to certain exceptions and limitations and in certain instances, reinvestment rights,
from (a) the net cash proceeds of certain asset sales, insurance recovery events and debt issuances, each as defined in the Term
Loan Agreement, and (b) 25% of excess cash flow, as defined in the Term Loan Agreement, subject to reduction so long as the
total leverage ratio, as defined in the Term Loan Agreement, is less than 2.0:1.0. Loans under the Term Loan Facility will bear
interest at the Borrower’s option, at either (a) the Base Rate as defined in the Term Loan Facility agreement plus 1.75% per
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annum or (b) the Eurodollar (LIBOR-indexed) Rate plus 2.75% per annum, with such margin to be agreed for any incremental
term loans. The Term Loan Facility contains a total leverage ratio covenant and other various covenants including those that
may limit our ability to pay dividends, repurchase stock, accelerate the retirement of other subordinated debt or make certain
investments. As of February 2, 2008, we were in compliance with all covenants.

On August 24, 2007, we entered into an interest rate swap arrangement for $540 mitlion to hedge a portion of our variable rate
Term Loan Facility. The interest rate swap provides for a fixed interest rate of approximately 7.75%, portions of which mature
on a series of dates over the next five years. This derivative instrument is designated as a cash flow hedge for accounting
purposes.

On August 17, 2007, as part of the Stride Rite acquisition, we acquired and immediately repaid $46.0 miltion in Stride Rite
debt,

In July 2003, we sold $200.0 million of 8.25% Senior Subordinated Notes (the “Notes™) for $196.7 million, due 2013, The
discount of $3.3 million is being amortized to interest expense over the life of the Notes. The Notes are guaranteed by all of
our domestic subsidiaries. Interest on the Notes is payable semi-annually. The Notes contain various covenants including those
that may limit our ability to pay dividends, repurchase stock, accelerate the retirement of other subordinated debt or make
certain investments. As of February 2, 2008, we were in compliance with all covenants. As of February 2, 2008, the fair value
of the Notes was $188.3 million based on recent trading activity of the Notes, On or after August 1, 2008, we may, on any one
or more occasions, redeem all or a part of the Notes at the redemption prices set forth below, plus accrued and unpaid interest,
if any, on the Notes redeemed, to the applicable redemption date:

Year Percentage

2008 104.125%
2009 102.750%
2010 101.375%
2011 and thereafter 100.000%

Financial Commitments

As of February 2, 2008, no amounts were drawn against the $296.2 million borrowing base available under the $350.0 million
Facility. However, to determine the amount that we may borrow, the $296.2 miltion borrowing base available under the
Facility is reduced by $25.8 million in outstanding letters of credit.

Our financial commitments as of February 2, 2008, are described below:

Cash Payments Due by Fiscal Year

Less than Mare than
(dollars in millions) Total One Year 1-3 Years 3-5 Years Five Years
Senior subordinated notes (including unamortized discount) $ 2000 L3 - S - 5 - $ 2000
Term Loan 723.2 7.3 14.6 14.6 686.7
Capital lease obligations (including interest) 1.3 0.1 0.2 0.2 0.8
Operating lease obligations 1,467.6 2959 483.6 3294 3587
Interest on notes payable and long-term debt 420.1 483 128.8 140.5 102.5
Royalty obligations 101.8 7.2 15.0 13.0 66.6
Pension obligations 79.1 57 184 14.1 40.9
Intangible asset obligations 7.0 3.0 4.0 - -
Service agreement obligations 10.3 6.9 34 - -
Employment agreement obligations 12.5 12.5 - - -
Employee severance 6.3 12.3 3.5 - -
Total $ 30392 §_399.7 $ 6715 § 5118 g 14562
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We lease substantially all of our stores and are committed to making lease payments over varying lease terms. The operating
lease obligations presented above represent the total lease obligations due to landlords, including obligations related to closed
stores as well as our obligations related to leases that we have sublet. In instances where failure to exercise renewal options
would result in an economic penalty, the calculation of lease obligations includes renewal option periods. Our royalty
obligations consist of minimum royalty payments for the purchase of branded merchandise. Our pension obligations consist of
projected pension payments related to our pension plans. Our intangible asset obligations include payments for trademarks we
have purchased. Our service agreement obligations consist of minimum payments for services that we cannot avoid without
penalty. Our employment agreement obligations consist of minimum payments to certain of our executives. Employee
severance obligations consist of contractually-specified payments associated with our integration initiatives.

Amounts not reflected in the table above;

e  We issue cancelable purchase orders to various vendors for the purchase of our merchandise. As of February 2, 2008, we
had merchandise purchase obligations in the amount of approximately $208.8 million for which we will likely take
delivery.

¢ In conjunction with the adoption of FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes, an
interpretation of FAS 109, Accounting for Income Taxes” (“FIN 48”), our liability for unrecognized tax benefits,
excluding interest and penaltics, is $49.8 million as of February 2, 2008. With the exception of a reduction in the
unrecognized tax benefit of $0.9 million related to a recent ruling from a taxing authority, the Company does not expect
resotution of these matters to result in significant changes to the liability during the next twelve months. We are unable to
make a reasonably reliable estimate of the amount and period of related future payments on the remaining balance.

Financial Condition Ratios

A summary of key financial information for the periods indicated is as follows:

2007 2006 2005
Debt-capitatization Ratio* 56.7% 22.6% 24.0%

* Debt-to-capitalization has been computed by dividing total debt by capitalization. Total debt is defined as long-
term debt including current maturities, notes payable and borrowings under the revolving line of credit.
Capitalization is defined as total debt and shareowners' equity. The debt-to-capitalization ratio, including the
present value of future minimum rental payments under operating leases as debt and as capitalization, was 73.5%,
63.5% and 63.8%, respectively, for the periods referred to above.

The increase of the debt-capitalization ratio as of February 2, 2008 is due to the additional debt incurred to finance the Stride
Rite acquisition.

Critical Accounting Policies

Management’s Discussion and Analysis of Financial Condition and Results of Operations are based upon our Consolidated
Financial Statements, which were prepared in accordance with accounting principles generally accepted in the United States of
America. These principles require us to make estimates and assumptions that affect the reported amounts in the Consolidated
Financial Statements and notes thereto. Actual results may differ from these estimates, and such differences may be material to
the Consolidated Financial Statements. We believe that the following critical accounting policies involve a higher degree of
judgment or complexity. See the Notes to our Consolidated Financial Statements for a complete discussion of our significant
accounting policies.

Inventories
Merchandise inventories in our stores are valued by the retail method and are stated at the lower of cost, determined using the

first-in, first-out (“FIFQ”) basis, or market. Prior to shipment to a specific store, inventories are valued at the lower of cost
using the FIFO basis, or market. The retail method is widely used in the retail industry due to its practicality. Under the retail
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method, cost is determined by applying a calculated cost-to-retail ratio across groupings of similar items, known as
departments. As a result, the retail method results in an averaging of inventory costs across similar items within a department.
The cost-to-retail ratio is applied to ending inventory at its current owned retail valuation to determine the cost of ending
inventory on a department basis. Current owned retail represents the retail price for which merchandise is offered for sale on a
regular basis reduced for any permanent or clearance markdowns. As a result, the retail method normally results in an
inventory valuation that is lower than a traditional FIFQ cost basis.

Inherent in the retail method calculation are certain significant management judgments and estimates including markdowns and
shrinkage, which can significantly impact the owned retail and, therefore, the ending inventory valuation at cost. Specifically,
the failure to take permanent or clearance markdowns on a timely basis can result in an overstatement of cost under the retail
method. We believe that our application of the retail method reasonably states inventory at the lower of cost or market.

Wholesale inventories are valued at the lower of cost or market using the FIFO method.

The fashion oriented nature of our business, along with the potential for changes in customer preferences and the extended
product development lead times, leave us vulnerable to the risk of inventory obsolescence both at our own stores and within
our wholesale inventories. We are also exposed to the risk of inventory markdowns for excess or obsolete products, both at
retail stores and from independent retailers. We make ongoing estimates relating to the net realizable value of inventories,
based upon our assumptions about future demand and market conditions. If we estimate that the net realizable value of our
inventory is less than the cost of the inventory recorded on our books, we record a reserve equal to the difference between the
cost of the inventory and the estimated net realizable value. If changes in market conditions result in reductions in the
estimated net realizable value of our inventory below our previous estimate, we would increase our reserve in the period in
which we made such a determination. We have continually managed these risks in the past and believe we can successfully
manage them in the future. However, our revenues and operating margins may suffer if we are unable to effectively manage
these risks.

Property and Equipment

Property and equipment are recorded at cost and depreciated on a straight-line basis over their ¢stimated useful lives. The costs
of repairs and maintenance are expensed when incurred, while expenditures for store remodels, refurbishments and
improvements that significantly add to the product capacity or extend the useful life of an asset are capitalized. Projects in
progress are stated at cost, which includes the cost of construction and other direct costs attributable to the project. No
provision for depreciation is made on projects in progress until such time as the relevant assets are completed and put into
service.

Property and equipment are reviewed on a store-by-store basis if an indicator of impairment eXists to determine whether the
carrying amount of the asset is recoverable. Estimated future cash flows on a store-by-store basis are used to determine if
impairment exists. The underlying estimates of cash flows include estimates of future revenues, gross margin rates and store
expenses and are based upon the stores’ past and expected future performance. To the extent our estimates for revenue growth and
gross margin rates are not realized, assessments of collectibility could resuit in impairment charges.

Defined Benefit Plan

The Company has defined benefit pension plans. One of the plans is frozen and no longer accrues future retirement benefits.
Major assumptions used in the accounting for this employee benefit plan include the discount rate, expected return on plan
assets and rate of increase in employee compensation levels. Assumptions are determined based on our data and appropriate
market indicators, and are evaluated each year as of the plan’s measurement date. A change in any of these assumptions would
have an effect on net periodic pension and post-retirement benefit costs reported in the consolidated financial statements.

We use a cash flow matching approach for determining the appropriate discount rate for the defined benefit pension plan. The
approach is derived from U.S. Treasury rates, plus an option-adjusted spread varying by maturity, to derive hypothetical “Aa”
corporate bond rates. The calculation of pension expense is dependent on the determination of the assumptions used. A 25
basis point change in the discount rate will change expense by approximately $0.4 million, A 25 basis point change in the
expected long-term return on assets will result in an approximate change of $0.1 million in the expense.
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Insurance Programs

We retain our normal expected losses related primarily to workers’ compensation, physical loss to property and business
interruption resulting from such loss and comprehensive general, product, and vehicle liability. We purchase third party
coverage for losses in excess of the normal expected levels. Provisions for losses expected under these programs are recorded
based upon estimates of aggregate liability for claims incurred utilizing independent actuarial calculations. These actuarial
calculations utilize assumptions including historical claims experience, demographic factors and severity factors to estimate the
frequency and severity of losses as well as the pattems surrounding the emergence, development and settlement of claims.

Accounting for Taxes

We adopted the provisions of Financial Accounting Standards Board, (“FASB”) interpretation No 48, “Accounting for
Uncertainty in Income Taxes — an interpretation of FASB Statement No. 109" (“FIN 48”), on February 4, 2007. FIN 48
prescribes a recognition threshold and a measurement standard for the financial statement recognition and measurement of tax
positions taken or expected to be taken in a tax return. The recognition and measurement of tax benefits is often highly
judgmental. Determinations regarding the recognition and measurement of a tax benefit can change as additional developments
occur relative to the issue. Accordingly, our future results may include favorable or unfavorable adjustments to our
unrecognized tax benefits.

We record valuation allowances against our deferred tax assets, when necessary, in accordance with Statement of Financial
Accounting Standards (“SFAS”) No. 109, “Accounting for Income Taxes.” Realization of deferred tax assets (such as net
operating loss carryforwards) is dependent on future taxable earnings and is therefore uncertain. We assess the likelihood that
our deferred tax assets in each of the jurisdictions in which we operate will be recovered from future taxable income. Deferred
tax assets are reduced by a valuation allowance to recognize the extent to which, more likely than not, the future tax benefits
will not be realized.

Asset Retirement Obligations

We follow FASB Interpretation No. 47 (“FIN 477), “Accounting for Conditional Asset Retirement Obligations — An
Interpretation of FASB Statement No. 143,” which requires entities to record a liability equal to the fair value of the estimated
future cost to retire an asset, if the liability’s fair value can be reasonably estimated. Our asset retirement obligation (*ARO”)
liabilities are primarily associated with our personal property and trade fixtures which, at the end of a lcase, we are
contractually obligated to remove in order to restore the facility back to a condition specified in the lease agreement. We
estimate the fair value of these liabilities based on current store closing costs and discount the removal costs back as if they
were to be performed at the inception of the lease. At the inception of such a lease, we record the ARO as a liability and also
record a related asset in an amount equal to the estimated fair value of the liability. The capitalized asset is then depreciated on
a straight-line basis over the useful life of the asset. Upon retirement of the asset, any difference between the actual retirement
costs incurred and the previously recorded estimated ARO liability is recognized as a gain or loss in the consolidated statement
of earnings.

In future periods, we may make adjustments to the ARO liability as a result of the availability of new information, changes
in labor costs and other factors. The estimate of the ARO lability is based on a number of assumptions requiring
professional judgment, including average store closing costs, inflation rates, labor costs and asset re-use rates. We cannot
predict what revisions to these assumptions will be required in future periods.

We adopted FIN 47 during the fourth quarter of 2005. The initial adoption resulted in a charge of $4.1 million (net of income
taxes and minority interest), which was recorded as a cumulative effect of a change in accounting principle. The adoption
increased net property and equipment by $1.7 million, increased asset retirement obligations by $8.5 million, and increased
deferred tax assets by $2.7 million, ,
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Environmental Reserves

We accrue for costs associated with environmental obligations when such costs are probable and reasonably estimable in
accordance with the American Institute of Certified Public Accountant’s Statement of Position (*SOP 96-1"), “Environmental
Remediation Liabilities (Including Auditing Guidance)”. Accruals to address estimated costs for environmental obligations
generally are recognized no later than the date when we learn what cleanup measures, if any, are likely to occur to address the
environmental conditions at issue. In accordance with SOP 96-1, included in such obligations are the estimated direct costs to
investigate and address the conditions on our property and the associated engineering, legal and consulting costs. Such
accruals are adjusted as further information develops or circumstances change. Costs of future expenditures for environmental
remediation obligations are not discounted to their present value.

Share-based Compensation

We account for share-based awards in accordance with SFAS No. 123(R), “Share-Based Payment” (“SFAS No. 123(R)"). As
required by SFAS No. 123(R), share-based compensation is estimated for equity awards at fair value at the grant date. We
determine the fair value of equity awards using a binomial model. The binomial model requires various highly judgmental
assumptions including the expected life, stock price volatility and the forfeiture rate. If any of the assumptions used in the
model change significantly, share-based compensation expense may differ materially in the future from that recorded in the
current period.

Accounting for Business Combinations

In accordance with accounting for business combinations under SFAS No. 141 “Business Combinations,” we allocate the
purchase price of an acquired business to its identifiable assets and liabilities based on estimated fair values. The excess of the
purchase price over the amount allocated to the assets and liabilities, if any, is recorded as goodwill.

We use all available information to estimate fair values including the fair value determination of identifiable intangible assets
such as tradenames, and any other significant assets or liabilities. We adjust the preliminary purchase price allocation, as
necessary, up to one year after the acquisition closing date when information that is known to be available or obtainable is
obtained.

Qur purchase price allocation methodology contains uncertainties because it requires management to make assumptions and to
apply judgment to estimate the fair value of acquired assets and liabilities. Management estimates the fair value of assets and
labilities based upon quoted market prices, the carrying value of the acquired assets and widely accepted valuation techniques,
including discounted cash flows. Unanticipated events or circumstances may occur which could affect the accuracy of our fair
value estimates, including assumptions regarding industry economic factors and business strategies.

Accounting for Goodwill

We assess goodwill, which is not subject to amortization, for impairment on an annual basis and also at any other date when
events or changes in circumstances indicate that the carrying value of these assets may exceed their fair value. This assessment
is performed at a reporting unit level. A reporting unit is a component of a segment that constitutes a business, for which
discrete financial information is available, and for which the operating results are regularly reviewed by management. We
develop an estimate of the fair value of cach reporting unit using both a market approach and an income approach. If potential
for impairment exists, the fair value of the reporting unit is subsequently measured against the fair value of its underlying
assets and liabilities, excluding goodwill, to estimate an implied fair value of the reporting unit's goodwill.

A change in events or circumstances, including a decision to hold an asset or group of assets for sale, a change in strategic
direction, or a change in the competitive environment could adversely affect the fair value of one or more reporting units.
Given the decline in our market value during 2007, we updated our impairment analysis and concluded there was no
impairment as of February 2, 2008. However, if our market value continues to decline we may have a resulting impairment
charge.
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The estimate of fair value is highly subjective and requires significant judgment related to the estimate of the magnitude and
timing of future reporting unit cash flows. If we determine that the estimated fair value of any reporting unit is less than the
reporting unit's carrying value, then we will recognize an impairment charge. If goodwill on our consolidated balance sheet
becomes impaired during a future period, the resulting impairment charge could have a material impact on our results of
operations and financial condition. Our recognized goodwill totaled $321.0 million as of February 2, 2008.

Accounting for Intangible Assets

Indefinite-lived intangible assets are not amortized, but are tested for impairment annually, or more frequently if circumstances
indicate potential impairment, through a comparison of fair value to its carrying amount. Favorable leases, certain trademarks
and other intangible assets with finite lives are amortized over their useful lives using the straight-line method. Customer
relationships are amortized using an economic patterning technique based on when the benefits of the asset are expected to be
used.

Each period we evaluate whether events and circumstances warrant a revision to the remaining estimated useful life of each
intangible asset. If we were to determine that events and circumstances warrant a change to the estimate of an intangible asset's
remaining useful life, then the remaining carrying amount of the intangible asset would be amortized prospectively over that
revised remaining useful life.

Additionally, events and circumstances may indicate that the carrying value of one or more intangible assets is not recoverable
and its fair value is less than the intangible asset's carrying value, resulting in recognition of an impairment charge.

A change in the estimate of the remaining life of one or more intangible assets or the impairment of one or more intangible
assets could have a material impact on our results of operations and financial condition. Our intangible assets’ carrying value,
net of amortization, was $559.5 million as of February 2, 2008.

Accounting for Derivatives

We participate in interest rate related derivative instruments to manage our exposure on our debt instruments. We record all
derivative instruments on the balance sheet as either assets or liabilities measured at fair value under the provisions of
Statement of Financial Accounting Standards No, 133, "Accounting for Derivative Instruments and Hedging Activities”
("SFAS 133"), as amended. The calculation of the fair value of the interest rate related derivative instruments is based on
estimates of future interest rates, which may change based on economic or other factors. Changes in the fair value of these
derivative instruments are recorded either through current earnings or as other comprehensive income, depending on the type
of hedge designation. Gains and losses on derivative instruments designated as cash flow hedges are reported in other
comprehensive income and reclassified into earnings in the periods in which earnings are impacted by the hedged item. As of
February 2, 2008, a 100 basis point increase in LIBOR on the unhedged portion of the Company’s debt would impact pretax
interest expense by approximately $1.9 million annually or approximately $0.5 million per quarter.

New Accounting Standards

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements.” This statement defines fair value,
establishes a framework for using fair value to measure assets and liabilities, and expands disclosures about fair value
measurements. The statement applies whenever other standards require or permit assets or liabilities to be measured at fair
value. SFAS No. 157 is effective for fiscal years beginning after November 15, 2007. In February 2008, the FASB issued
FASB Staff Position No. FAS 157-1 (“FSP 157-17), “Application of FASB Statement No. 157 to FASB Statement No. 13 and
Other Accounting Pronouncements That Address Fair Value Measurements for Purposes of Lease Classification or
Measurement Under Statement 13”. FSP 157-1 amends SFAS No. 157 to exclude from its scope SFAS No. 13 and other
pronouncements that address fair value measurements for purposes of lease classification or measurement. The scope
exception does not apply to assets acquired and liabilities assumed in a business combination that are required to be measured
at fair value (including assets and liabilities not related to leases). In February 2008, FASB issued Staff Position 157-2,
“Effective Date of FASB Statement No. 1577, (FSP 157-2) which delays the effective date of SFAS 157 for nonfinancial
assets and nonfinancial liabilities, except for items that are recognized or disclosed at fair value in the financial statements on a
recurring basis. We are evaluating the impact the adoption of SFAS No. 157 will have on our Consolidated Financial
Statements.
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In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and Liabilities.” This
statement permits entities to choose to measure many financial instruments and certain other items at fair value. If the fair
value option is elected, unrealized gains and losses will be recognized in earnings at each subsequent reporting date. SFAS
No. 159 is effective for fiscal years beginning after November 15, 2007. We do not believe the impact the adoption of SFAS
No. 159 will have a material effect on our Consolidated Financial Statements.

In December 2007, the FASB issued SFAS No. 141(R), "Business Combinations". SFAS No. 141(R) requires the acquiring
entity in a business combination to record all assets acquired and liabilities assumed at their respective acquisition-date fair
values, changes the recognition of assets acquired and liabilities assumed arising from contingencies, changes the recognition
and measurement of contingent consideration, and requires the expensing of acquisition-related costs as incurred. SFAS No.
141(R) also requires additional disclosure of information surrounding a business combination, such that users of the entity's
financial statements can fully understand the nature and financial impact of the business combination. SFAS No. 141(R)
applies prospectively to business combinations for which the acquisition date is on or after the beginning of the first annual
reporting period beginning on or after December 15, 2008. An entity may not apply it before that date. The provisions of
SFAS No. 141(R) will only impact us if we are party to a business combination after the pronouncement has been adopted.

In December 2007, the FASB issued SFAS No. 160, "Noncontrolling Interests in Consolidated Financial Statements—an
amendment of ARB No. 51”7. SFAS No. 160 amends ARB 51 to establish accounting and reporting standards for the
noncontrolling interest in a subsidiary and for the deconsolidation of a subsidiary. The statement requires consolidated net
income to be reported at amounts that include the amounts attributable to both the parent and the noncontrolling interest, It also
requires disclosure on the face of the consolidated statement of income, of the amounts of consolidated net income attributable
to the parent and to the noncontrolling interest. In addition this statement establishes a single method of accounting for changes
in a parent's ownership interest in a subsidiary that do not result in deconsolidation and requires that a parent recognize a gain
or loss in net income when a subsidiary is deconsolidated. SFAS No. 160 becomes effective for fiscal periods beginning after
December 15, 2008. We are currently evaluating the impact of the adoption of SFAS No. 160 will have on our Consolidated
Financial Statements,

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
Interest Rate Risk

Interest on our senior secured revolving credit facility, which is entirely comprised of a revolving line of credit, is based on the
London Inter-Bank Offered Rate (“LIBOR") plus a variable margin of 0.875% to 1.5%, or the base rate, as defined in the
credit agreement. There are no outstanding borrowings on the revolving line of credit at February 2, 2008; however, if we were
to borrow against our revolving line of credit, borrowing costs may fluctuate depending upon the volatility of LIBOR. On
August 24, 2007, we entered into an interest rate swap arrangement for $540 million to hedge a portion of our variable rate
Term Loan Facility. The interest rate swap provides for a fixed interest rate of approximately 7.75%, portions of which mature
on a series of dates over the next five years. The unhedged portion of the Term Loan Facility is subject to interest rate risk
depending on the volatility of LIBOR. As of February 2, 2008, a 100 basis point increase in LIBOR on the unhedged portion
of the Company’s debt would impact pretax interest expense by approximately $1.9 million annually or approximately $0.5
million per quarter.

Foreign Currency Risk

We have operations in foreign countries; therefore, our cash flows in U.S. dollars are impacted by fluctuations in foreign
currency exchange rates. We adjust our retail prices, when possible, to reflect changes in exchange rates to mitigate this risk.
To further mitigate this risk, we may, from time to time, enter into forward contracts to purchase or sell foreign currencies, For
the fiscal years ended February 2, 2008, February 3, 2007 and January 28, 2006, fluctuations in foreign currency exchange
rates did not have a material impact on our operations or cash flows and we did not enter into any forward contracts to
purchase or sell foreign currencies.

A significant percentage of our footwear is sourced from the People’s Republic of China (the “PRC”). The national currency
of the PRC, the Yuan, is currently not a freely convertible currency. The value of the Yuan depends to a large extent on the
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PRC government’s policies and upon the PRC’s domestic and international economic and political developments. Since 1994,
the official exchange rate for the conversion of the PRC’s currency was pegged to the U.S. dollar at a virtually fixed rate of
approximately 8.28 Yuan per U.S. dollar. However, during 2005, the PRC’s government revalued the Yuan and adopted a
more flexible system based on a trade-weighted basket of foreign currencies of the PRC’s main trading partners. Under the
new “managed float” policy, the exchange rate of the Yuan may shift each day up to 0.5% in either direction from the previous
day’s close, and as a result, the valuation of the Yuan may increase incrementally over time should the PRC central bank allow
it to do so, which could significantly increase the cost of the products we source from the PRC. As of February 1, 2008, the
last day of trading in our fiscal year, the exchange rate was 7.19 Yuan per U.S. dollar.
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Report of Management

Management is responsible for the preparation, integrity and objectivity of the financial information included in this annual
report. The financial statements have been prepared in conformity with accounting principles generally accepted in the United
States applied on a consistent basis.

The preparation of financial statements in conformity with accounting principles generally accepted in the United States
requires management to make estimates and assumptions that affect the reported amounts. Although the financial statements
reflect all available information and management’s judgment and estimates of current conditions and circumstances, and are
prepared with the assistance of specialists within and outside the Company, actual results could differ from those estimates.

Management has established and maintains an internal control structure to provide reasonable assurance that assets are
safeguarded against loss from unauthorized use or disposition, that the accounting records provide a reliable basis for the
preparation of financial statements, and that such financial statements are not misstated due to material fraud or error. Internal
controls include the careful selection of associates, the proper segregation of duties and the communication and application of
formal policies and procedures that are consistent with high standards of accounting and administrative practices. An important
element of this system is a comprehensive internal audit and loss prevention program,

Management continually reviews, modifies and improves its systems of accounting and controls in response to changes in
business conditions and operations and in response to recommendations by the independent registered public accounting firm
and reports prepared by the internal auditors.

Management believes that it is essential for the Company to conduct its business affairs in accordance with the highest ethical

standards and in conformity with the law. This standard is described in the Company’s policies on business conduct, which are
publicized throughout the Company.
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Audit and Finance Committee of the Board of Directors

The Board of Directors, through the activities of its Audit and Finance Committee (the “Committee™), participates in the
reporting of financial information by the Company. The Committee meets regularly with management, the internal auditors
and the independent registered public accounting firm. The Committee reviewed the scope, timing and fees for the annual
audit and the results of the audit examinations completed by the internal auditors and independent registered public accounting
firm, including the recommendations to improve certain internal controls and the follow-up reports prepared by management.
The independent registered public accounting firm and intemnal auditors have free access to the Committee and the Board of
Directors and attend each regularly scheduled Committee meeting.

The Committee consists of five outside directors all of whotn have accounting or financial management expertise. The
members of the Committee are Daniel Boggan Jr., Howard R. Fricke, Robert F. Moran, John F. McGovern and David Scott
Olivet. The Audit and Finance Committee regularly reports the results of its activities to the full Board of Directors.

Management’s Annual Report on Internal Control Over Financial Reporting

The management of Collective Brands, Inc. is responsible for establishing and maintaining adequate internal control over
financial reporting for the Company. With the participation of the Chief Executive Officer and the Chief Financial Officer,
our tnanagement conducted an evaluation of the effectiveness of our internal control over financial reporting based on the
framework and criteria established in Internal Control - Integrated Framework, issued by the Committee of Sponsoring
Organizations of the Treadway Commission. Based on this evaluation, our management has concluded that our internal
control over financial reporting was effective as of February 2, 2008. As permitted by the rules of the SEC, the Company has
excluded The Stride Rite Corporation (acquired August 17, 2007) from its annual assessment of the effectiveness on internal
control over financial reporting for the year ending February 2, 2008, the year of acquisition. As of February 2, 2008, The
Stride Rite Corporation’s financial statements constitute approximately $88 million and $1,123 million of net and total assets,
respectively, $310 miilion of revenues, and a net loss of $27 million of the consolidated financial statement amounts as of and
for the year ended February 2, 2008,

Collective Brands, Inc.’s independent registered public accounting firm, Deloitte & Touche LLP, has issued an attestation
report dated March 31, 2008 on our internal control over financial reporting which report is included on page 47.

/s/ Matthew E. Rubel /s/ Ullrich E. Porzig
Chief Executive Officer and President Senior Vice President - Chief Financial Officer and Treasurer
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Shareowners of
Collective Brands, Inc.
Topeka, Kansas

We have audited the internal control over financial reporting of Collective Brands, Inc. and subsidiaries (the "Company"} as of
February 2, 2008, based on criteria established in Internal Control — Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission. As described in Management’s Annual Report on Internal Control
over Financial Reporting, management excluded from its assessment the internal control over financial reporting at The Stride
Rite Corporation, which was acquired on August 17, 2007 and whose financial statements constitute approximately $88
million and $1,123 million of net and total assets, respectively, $310 million of revenues, and a net loss of $27 million of the
consolidated financial statement amounts as of and for the year ended February 2, 2008. Accordingly, our audit did not
include the internal control over financial reporting at The Stride Rite Corporation, The Company's management is
responsible for maintaining effective internal control over financial reporting and for its assessment of the effectiveness of
internal control over financial reporting, included in the accompanying Management’s Annual Report on Internal Control over
Financial Reporting. Our responsibility is to express an opinion on the Company's internal control over financial reporting
based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether effective
internal control over financial reporting was maintained in all material respects. Our audit included obtaining an
understanding of internal control over financial reporting, assessing the risk that a material weakness exists, testing and
evaluating the design and operating effectiveness of internal control based on the assessed risk, and performing such other
procedures as we considered necessary in the circumstances. We belicve that our audit provides a reasonable basis for our
opinion.

A company's internal control over financial reporting is a process designed by, or under the supervision of, the company's
principal executive and principal financial officers, or persons performing similar functions, and effected by the company's
board of directors, management, and other personnel to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in accordance with generally accepted accounting
principles. A company's internal control over financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of
the company; (2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with generally accepted accounting principles, and that receipts and expenditures of the company are
being made only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company's assets that
could have a material effect on the financial statements.

Because of the inherent limitations of internal control over financial reporting, including the possibility of collusion or
improper management override of controls, material misstatements due to error or fraud may not be prevented or detected on a
timely basis. Also, projections of any evaluation of the effectiveness of the internal control over financial reporting to future
periods are subject to the risk that the controls may become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

In our opinion, the Company maintained, in all material respects, effective internal control over financial reporting as of
February 2, 2008, based on the criteria established in Internal Control — Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), |
the consolidated financial statements and financial statement schedule as of and for the year ended February 2, 2008 of the
Company and our report dated March 31, 2008 expressed an unqualified opinion on those financial statements and financial
statement schedule and included an explanatory paragraph regarding the change in method of accounting for uncertainty in
income taxes upon the adoption of Financial Accounting Standards Board Interpretation No. 48, “Accounting for Uncertainty
in Income Taxes. "

/S/DELOITTE & TOUCHE LLP

Kansas City, Missouri
March 31, 2008
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Shareowners of
Collective Brands, Inc.
Topeka, Kansas

We have audited the accompanying consolidated balance sheets of Collective Brands, Inc. and subsidiaries (the "Company") as
of February 2, 2008 and February 3, 2007, and the related consolidated statements of earnings, shareowners’ equity and
comprehensive income, and cash flows for each of the three fiscal years in the period ended February 2, 2008. Our audits also
included the financial statement schedule listed in the [ndex at [tem 15(a). These financial statements and financial staternent
schedule are the responsibility of the Company's management. Qur responsibility is o express an opinion on these financial
statements and financial statement schedule based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position of
Collective Brands, Inc. and subsidiaries as of February 2, 2008 and February 3, 2007, and the results of their operations and
their cash flows for cach of the three fiscal years in the period ended February 2, 2008, in conformity with accounting
principles generally accepted in the United States of America. Also, in our opinion, such financial statement schedule, when
considered in relation to the basic consolidated financial statements taken as a whole, presents fairly, in all material respects,
the information set forth therein.

As discussed in the notes to the consolidated financial statements, the Company adopted Financial Accounting Standards
Board (“FASB™) Interpretation No. 48, “dccounting for Uncertainty in Income Taxes” in 2007, FASB Statement No. 123(R),
“Share-Based Payment” and FASB Statement No. 158, “Employers’ Accounting for Defined Benefit Pension and Other
Postretirement Plans " in 2006.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States),
the Company's internal control over financial reporting as of February 2, 2008, based on the criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission and our
report dated March 31, 2008 expressed an unqualified opinion on the Company's internal control over financial reporting.

/S/DELOITTE & TOUCHE LLP

Kansas City, Missouri
March 31, 2008
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COLLECTIVE BRANDS, INC. AND SUBSIDIARIES

(Formerly Payless ShoeSource, Inc.)

CONSOLIDATED STATEMENTS OF EARNINGS

(dollars in millions, except per share)

Net sales

Cost of sales

Gross margin
Selling, general and administrative expenses

Restructuring charges

Operating profit from continuing operations
Interest expense
Interest income

Eamings from continuing operations before income taxes
and minority interest

Provision for income taxes

Eamings from continuing operations before minority interest

Minority interest, net of income taxes

Net camnings from continuing operations

Loss from discontinued operations, net of income
taxes and minority interest

Net earnings before cumulative effect of change
in accounting principle

Cumulative effect of change in accounting principle,
net of income taxes and minority interest

Net camings

Basic earnings per share:
Eamings from continuing operations
Loss from discontinued operations
Basic earnings per share before cumulative
effect of change in accounting principle

Cumulative effect of change in accounting principle
Basic earnings per share

Diluted earnings per share:
Earnings from continuing operations
Loss from discontinued operations
Diluted eamnings per share before cumulative
effect of change in accounting principle

Cumulative effect of change in accounting principle

Diluted earnings per share

52 Weeks Ended 53 Weeks Ended 52 Weeks Ended
February 2, 2008 February 3, 2007 January 28, 2006
$ 3,035.4 $ 2,796.7 5 2,665.7
2,044.5 1,821.0 1,777.1
990.9 975.7 888.6
8994 808.5 767.1
0.2 0.8 3.8
91.3 166.4 117.7
46.7 19.2 19.7
(14.4) (22.7) {12.3)
59.0 169.9 110.3
8.6 35.9 30.8
50.4 130.0 79.5
(7.7 (4.6) 3.0
42.7 125.4 76.5
- 3.4 {6.0)
42.7 122.0 70.5
- - (4.1)
by 42.7 3 122.0 b3 66.4
s 0.66 $ 1.90 $ 1.13
- (0.05) (0.09)
0.66 1.85 1.04
- - (0.06)
b 0.66 $ 1.85 $ (.98
s 0.65 $ 1.87 ) 1.13
- (0.05) (0.05)
0.65 1.82 1.04
- - {0.06)
5 0.65 $ 1.82 3 0.98

See Notes to Consolidated Financial Statements
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COLLECTIVE BRANDS, INC. AND SUBSIDIARIES
{Formerly Payless ShoeSource, Inc.)
CONSOLIDATED BALANCE SHEETS
(dollars in millions)

ASSETS

Current Assets:
Cash and cash equivalents
Short-term investments
Restricted cash
Accounts receivable, net of allowance for doubtful accounts and retumns
reserve as of February 2, 2008 of $3.4
Inventories
Current deferred income taxes
Prepaid expenses
Other current assets
Current assets of discontinued operations
Total current assets
Property and Equipment:
Land
Property, buildings and equipment
Accumulated depreciation and amortization
Property and equipment, net
Intangible assets, net
Goodwill
Deferred income taxes

Other assets

Total Assets

LIABILITIES AND SHAREQWNERS' EQUITY

Current Liabilities:
Current maturities of long-term debt
Notes payable
Accounts payable
Accrued expenses

Current liabilities of discontinued operations
Total current liabilities

Long-term debt
Deferred income taxes
Other liabilities
Minerity interest
Commitments and contingencies (Note 18)
Sharcowners' equity:
Preferred stock, $.01 par value; 25,000,000 shares authorized; none issued
Common stock, $.01 par value; 240,000,000 shares authorized; 88,130,874 issued;
63,752,674 and 64,996,287 shares ontstanding in 2007 and 2006, respectively
Treasury stock, $.01 par value; 24,378,200 and 23,134,587 shares in 2007
and 2006, respectively
Additional paid-in-capital
Retained eamnings
Accumulated other comprehensive (loss) income, net of income taxes

Total shareowners' equity
Total Liabilities and Shareowners' Equity

February 2, 2008 February 3, 2007
5 2325 % 371.4
- 90.0
- 2.0
86.1 38
470.1 361.9
238 15.6
93.4 46.5
3Ls 14.3
0.8 1.1
938.2 506.6
9.3 6.6
1,440.1 1,245.1
{898.4) (830.5)
551.0 4212
559.5 39.6
Ky R 59
L5 3
44.0 16.4
] 24152 § 1,427.4
s 7.4 $ 0.4
. 20
200.9 185.6
203.5 150.2
1.3 2.1
413.1 380.3
914.9 201.7
1129 0.2
254.2 1324
17.2 12.7
0.9 09
0.2) 0.2)
- 0.7
708.1 698.1
(5.9) 0.6
702.9 700.1
s 2,415.2 3 14274

See Notes to Consolidated Financial Statements
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COLLECTIVE BRANDS, INC. AND SUBSIDIARIES
{Formerly Payless ShoeSource, Inc.)
CONSOLIDATED STATEMENTS OF SHAREOWNERS’ EQUITY
AND COMPREHENSIVE INCOME
{(dollars in millions, shares in thousands)

Accumulated

Outstanding Additional Uneamned Other Total
Common Stock Paid-in Nonvested Retained Comprehensive Shareowners' Comprehensive
Shares Dollars  Capital Shares Eamings Income (Loss) Equity Income

Balance at January 29, 2005 67,192 § 07 § 256 % (0.8) $ 5620 $% 75 8 595.0
Net earnings - - - - 66.4 - 664 % 66.4
Translation adjustments - - - - - 49 4.9 4.9
Change in unrecognized

pension liability - - - - - (0.5) (0.5) (0.5)
Issuances of common stock

under stock plans 3,408 - 54.7 (5.1) - - 49.6
Purchases of common stock (3,279) - (71.2) - - - (71.2)
Amortization of uneamed

restricted stock - - - 1.3 - - 1.3
Income tax benefit of stock

option exercise - - 6.5 - - - 6.5
Restricted stock cancellation (15) - (0.3) 0.3 - - -
Comprehensive income 70.8
Balance at January 28, 2006 67,306 0.7 15.3 (4.3) 628.4 11.9 652.0
Net earnings - - - - 122.0 - 122.0 122.0
Translation adjustments - - - - - 3.0 {3.0) 3.0
Minimum pension liability

adjustment, net of taxes of $2.0 - - - - - 3.6) 3.6 (3.6}
Adoption of SFAS No. 158 as restated

(Note 8), net of taxes of $4.5 - - - . - 4.7 “a.n
Reclassification of unearned

nonvested shares related

to the adoption of SFAS

No.123(R} (Note 3) - - 4.3 43 - - .
Issuances of common stock

under stock plans 2,698 - 47.1 - - - 47.1
Purchases of common stock (4,994) - (77.00 - (52.3) - (129.3}
Amortization of uncarned

nonvested shares - - 2.2 - - . 22
Income tax benefit of stock

oplion exercise - - 8.6 - - - 8.6
Stock option expense - - 8.8 - - - 8.8
Restricted stock cancellation . (14) - - - - - -
Comprehensive income 115.4
Balance at February 3, 2007 64,996 0.7 0.7 - 698.1 0.6 700.1
Net camnings - - - - 42.7 - 427 42.7
Translation adjustments - - - - - 14.3 14.3 143
Net change in fair value of derivative,

net of taxes of $9.2 (Note 17) - - - - - (14.3) (14.3) (14.3)
Changes in unrecognized amounts of pension

benefits, net of taxes of $4.5 (Note 8) - - - - - (6.5) {6.5) (6.5)
Issuances of common stock

under stock plans 1,291 - 8.7 - - - 8.7
Purchases of common stock (2,438) - (26.9) - (21.5) - (48.4)
Amortization of unearned

nonvested shares - - 49 - - - 4.9
Income tax benefit of stock

option exercise - - 2.6 - - - 2.6
Stock option expense - - 10.0 - - - 10,0
Restricted stock cancellation (96) - - - - - -
Adoption of FIN 48 (Note 9) - - - - (11.2) - (11.2)
Comprehensive income - 3 36.2
Balance at February 2, 2008 63,753 § 07 § - 3 - % 7081 § (59) § 702.9
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Outstanding common stock is net of shares held in treasury and is presented net of $0.2 million of treasury stock in 2007, 2006
and 2005, respectively. Treasury stock is accounted for using the par value method. Treasury share activity for the last three

years is summarized below:

(shares in thousands) 2007 2006 2005
Balance, beginning of year 23,135 20,825 20,939
Issuances of common stock:
Stock options (504) (2,617} (3,145)
Deferred compensation plan (8) )] (6)
Net restricted stock grants (683) (60) (242)
(1,195) (2,684) (3,393)
Purchases of common stock 2,438 4,994 3,279
Balance, end of year 24,378 23,135 20,825

See Notes to Consolidated Financial Statements
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COLLECTIVE BRANDS, INC. AND SUBSIDIARIES
{Formerly Payless ShoeSource, Inc.)
CONSOLIDATED STATEMENTS OF CASH FLOWS
(dollars in millions)
52 Weeks Ended 53 Weeks Ended 52 Weeks Ended
February 2, 2008 February 3, 2007 January 28, 2006

Operating Activities:

Net earnings H 4.7 % 1220 § 66.4
Loss from discontinued operations, net of income
taxes and minority interest - 14 6.0

Adjustments for non-cash items included in net eamnings:
Cumulative effect of change in accounting principle,

net of income taxes and minority interest - - 4.1
Loss on impairment of and disposal of assets 7.2 10.3 9.8
Depreciation and amortization 173 89.6 91.6
Provision for losses on accounts receivable 1.5 - -
Share-based compensation expense 14.6 12.2 1.3
Deferred income taxes (25.1) 9.1 13.7
Minority interest, net of income taxes 1.7 4.6 3.0
Income tax benefit from share-based compensation 2.6 8.6 6.5
Excess tax benefit from share-based compensation 2.4) (8.0) -
Interest income on held-to-maturity investments (0.6} {3.6) 1.3
Changes in working capital, exclusive of the effects of acquisitions:
Accounts receivable 12.7 - (0.4)
Inventories 80.6 (29.8) 135
Prepaid expenses and other current assets (23.5) (9.0) (1.6)
Accounts payable (42.0) 15.6 9.0
Accrued expenses (30.7) 517 9.5
Changes in other assets and liabilities, net 30.7 3.0 6.4
Net cash used in discontinued operations {0.5) {4.0) {10.6)
Cash flow provided by operating activities 192.8 2297 226.9
Investing Activities:
Capital expenditures (167.4) (118.6) (64.3)
Restricted cash 2.0 - 1.0
Proceeds from sale of property and equipment 29 46 1.2
Intangible asset additions (0.6) (15.5) -
Purchases of investments (6.1} (215.6) (146.4)
Sales and maturities of investments 96.7 188.2 110.0
Acquisition of businesses, net of cash acquired (877.7) - -
Net cash used in discontinued operations - - {0.1)
Cash flow used in investing activities (950.2) (156.9) (98.6)
Financing Activities:
Repayment of notes payable 2.0 - 1.,
Issuance of deb1 725.0 - 1.2
Repayment of debt (55.3) (2.8) (1.5)
Payment of deferred financing costs a2.7mn (0.2) -
Issuances of common stock 8.7 47.1 49.6
Purchases of common stock (48.9) (129.3) (71.2)
Excess tax benefit from share-based compensation 24 8.0 ’ -
Distributions to minority owners 2.4 (1.5) -
Net cash provided by discontinued operations - 1.2 0.9
Cash flow provided by (used in} financing activities 6153 (77.5) (22.0)
Effect of exchange rate changes on cash 3.2 (2.1) 0.9
(Decrease) increase in cash and cash equivalents (138.9) (6.8) 107.2
Cash and cash equivalents, beginning of vear ' 37114 378.2 271.0
Cash and cash equivalents, end of year s 2325 § 3714 § 378.2

See Notes to Consolidated Financial Statements
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COLLECTIVE BRANDS, INC. AND SUBSIDIARIES
{Formerly Payless ShoeSource, Inc.)
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1 - Summary of Significant Accounting Policies
Description of Business and Basis of Presentation

Collective Brands, Inc, (the “Company™) is the holding company of Payless ShoeSource, Inc. (“Payless”), The Stride Rite
Corporation {“Stride Rite™), and a licensing business known as Collective International, LP (“Coliective Licensing™). Payless
is dedicated to democratizing fashion and design in footwear and accessories and inspiring fun, fashion possibilities for the
family at a great value. Stride Rite markets the leading brand of high-quality children's shoes in the United States. Stride Rite
also markets products for children and adults under well-known brand names, including Keds, Sperry Top-Sider, and Saucony.
Collective Licensing is a youth lifestyle marketing and global licensing business within the Payless Domestic segment.

The Consolidated Financial Statements include the accounts of the Company, all wholly-owned subsidiaries and all
subsidiaries and joint ventures in which the Company owns a controlling interest. The Company’s Central American and South
American Regions use a December 31 year-end, primarily to match the local countries’ statutory reporting requirements. The
effect of this one-month lag on the Company’s financial position and results of operations is not significant. All intercompany
amounts have been eliminated.

As a result of the 2004 restructuring, as discussed in Note 5 below, the financial information of the Parade, Peru and Chile
stores and 26 of the Payless closed stores has been classified as discontinued operations for all periods presented. In addition,
during 2006 the Company exited retail operations in Japan, closing its one store location. The financial information for Japan
retail operations has been classified as discontinued operations for all periods presented. These Notes to Consolidated
Financial Statements, except where otherwise indicated, relate to continuing operations only.

Certain prior year amounts have been reclassified, based on the aggregation rules contained in the Security and Exchange
Commission's Regulation $-X, Rule 3-02, to conform to the current year presentation.

Fiscal Year

The Company’s fiscal year ends on the Saturday closest to January 31. Fiscal years 2007, 2006 and 2005 ended on February 2,
2008, February 3, 2007, and January 28, 2006, respectively. Fiscal years 2007 and 2005 contain 52 weeks of results compared
to fiscal year 2006 which contains 53 weeks. References to years in these financial statements and notes relate to fiscal years
rather than calendar years.

Use of Estimates

Management makes estimates and assumptions that affect the amounts reported within the Consolidated Financial Statements.
Actual results could differ from these estimates.

Net Sales

Net sales (“sales™) for transactions at the Company’s retail stores are recognized at the time the sale is made to the customer,
are net of estimated returns and current markdowns and exclude sales tax. Net sales for wholesale and e-commerce
transactions are recognized when title passes and the risks or rewards of ownership have transferred to the customer, the price
is fixed and determinable, and collectibility is reasonable assured, based on the shipping terms. Sales are net of estimated
returns and current promotional discounts and exclude sales tax.

The Company has established an allowance for merchandise returns and markdowns based on historical experience, product

sell-through performance by product and customer, current and historical trends in the footwear industry and changes in
demand for our products, in accordance with Statement of Financial Accounting Standards (SFAS) No. 48, “Revenue
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Recognition When Right of Retum Exists”. The returns allowance is recorded as a reduction to revenues for the estimated
sales value of the projected merchandise returns and as a reduction in cost of products for the corresponding cost amount,
Allowances for markdowns are recorded as a reduction of revenue based on historical experience, From time to time actual
results will vary from the estimates that were previously established. Due to the existence of monitoring systems, the
Company’s visibility into its wholesale customers” inventory levels and ongoing communication with its wholesale customers,
the Company is able to identify and reflect in its financial statements in a timely manner variances from estimates previously
established,

Shipping and Handling

Products are sold Free On Board (“FOB”) shipping point for wholesale customers. Any shipping charges that we pay are
recorded as cost of sales and any reimbursement is recorded as revenue.

Gift Cards

The Company records a liability in the period in which a gift card is issued and proceeds are received. As gift cards are
redeemed, this liability is reduced and revenue is recognized as a sale. The estimated value of gift cards expected to go unused
is recognized ratably in proportion to actual redemptions as gift cards are redeemed.

Cost of Sales

Cost of sales includes the cost of merchandise sold and the Company’s buying, occupancy, warehousing and product
movement costs, as well as depreciation of stores and the distribution centers.

Rent Expense

Certain of the Company’s lease agreements provide for scheduled rent increases during the lease term, as well as provisions
for renewal options. Rent expense is recognized on a straight-line basis over the term of the lease from the time at which the
Company takes possession of the property. In instances where failure to exercise renewal options would result in an economic
penalty, the calculation of straight-line rent expense includes renewal option periods. Also, landlord-provided tenant
improvement allowances are recorded in other liabilities and amortized as a credit to rent expense over the term of the lease.

Pre-Opening Expenses

Costs associated with the opening of new stores are expensed as incurred.

Advertising Costs

Advertising costs and sales promotion costs are expensed at the time the advertising takes place. Selling, general and
administrative expenses include advertising and sales promotion costs of $131.8 million, $112.7 million and $106.7 million in
2007, 2006 and 2005, respectively.

Co-operative Advertising

The Company engages in co-op advertising programs with some of its wholesale customers. Co-op advertising funds are
available to all wholesale customers in goed standing, Wholesale customers receive reimbursement under this program if they
meet established advertising guidelines and trademark requirements. Costs are accrued on the basis of sales to qualifying

customers and accounted for as an operating expense if the Company receives, or will receive, an identifiable benefit in
exchange for the consideration and the Company can reasonably estimate the fair value of the benefit identified.
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Income Taxes

We account for income taxes under the asset and liability method, which requires the recognition of deferred tax assets and
liabilities for the expected future tax consequences of events that have been included in the financial statements. Under this
method, deferred tax assets and liabilities are determined based on the differences between the financial statements and tax
basis of assets and liabilities using enacted tax rates in effect for the year in which the differences are expected to reverse. The
effect of a change in tax rates on deferred tax assets and liabilities is recognized in income in the period that includes the
enactment date.

In determining our provision for income taxes, the Company uses an annual effective income tax rate based on annual income,
permanent differences between book and tax income, and statutory income tax rates. The effective income tax rate also refiects
the Company’s assessment of the ultimate outcome of tax audits. The Company adjusts its annual effective income tax rate as
additional information on outcomes or events becomes available. Discrete events such as audit settlements or changes in tax
laws are recognized in the period in which they occur.

The Company has adopted Financial Accounting Standards Board (“*FASB™) Interpretation No. 48, “Accounting for
Uncertainty in Income Taxes — an interpretation of FASB Statement No. 109 (“FIN 48”) which addresses the determination
of how tax benefits claimed or expected to be claimed on a tax return should be recorded in the financial statements. Under
FIN 48, the Company recognizes the tax benefit from an uncertain tax position only if it is more likely than not that the tax
position will be sustained on examination by the taxing authorities, based on the technical merits of the position. We include
our reserve for unrecognized tax benefits, as well as related accrued penalties and interest, in other long term liabilities on our
consolidated balance sheets and in provision for income taxes in our consolidated statements of earnings.

We record valuation allowances against our deferred tax assets, when necessary, in accordance with Statement of Financial
Accounting Standards (“SFAS™) No. 109, “Accounting for Income Taxes.” Realization of deferred tax assets (such as net
operating loss carryforwards) is dependent on future taxable earnings and is therefore uncertain. We assess the likelihood that
our deferred tax assets in each of the jurisdictions in which we operate will be recovered from future taxable income. Deferred
tax assets are reduced by a valuation aliowance to recognize the extent to which, more likely than not, the future tax benefits
will not be realized.

Cash and Cash Equivalents

Cash equivalents consist of liquid investments with an original maturity of three months or less. Amounts due from banks and
credit card companies of $17.0 million and $15.3 million for the settlement of credit card transactions are included in cash and
cash equivalents as of February 2, 2008, and February 3, 2007, respectively, as they are generaily collected within three
business days. Cash equivalents are stated at cost, which approximates fair value.

Short-Term Investments

Short-term investments consisted of the following:

February 3,
(dollars in millions) 2007
Held-to-maturity securities:
Commercial paper $ 50.0
Total held-to-maturity securities $ 50.0

Held-to-maturity securities are accounted for in accordance with SFAS No. 115, “Accounting for Certain Investments in Debt
and Equity Securities”, and are carried at amortized cost, which approximates their fair value. As of February 3, 2007, the
estimated fair value of each investment approximated its amortized cost and, therefore, there were no significant unrecognized
holding gains or losses. As of February 2, 2008, the Company did not have any short-term investments.
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Reserve for Uncollectible Accounts Receivable

The Company makes ongoing estimates relating to the collectibility of its accounts receivable and maintains a reserve for
estimated losses resulting from the inability of our customers to make required payments. In determining the amount of the
reserve, the Company considers its historical level of credit losses and makes judgments about the creditworthiness of
significant customers based on ongoing credit evaluations. These evaluations include, but are not limited to, analyzing our
customer’s financial statements, maintaining a credit watch list to monitor accounts receivable exposure and reviewing the
customer’s prior payment history.

Inventories

Merchandise inventories in the Company’s stores are valued by the retail method and are stated at the lower of cost,
determined using the first-in, first-out (“FIFO”) basis, or market. The retail method is widely used in the retail industry due to
its practicality. Under the retail method, cost is determined by applying a calculated cost-to-retail ratio across groupings of
similar items, known as departments. As a result, the retail method results in an averaging of inventory costs across similar
items within a department. The cost-to-retail ratio is applied to ending inventory at its current owned retail valuation to
determine the cost of ending inventory on a department basis. Current owned retail represents the retail price for which
merchandise is offered for sale on a regular basis reduced for any permanent or clearance markdowns. As a result, the retail
method normalty results in an inventory valuation that approximates a traditional FIFQ cost basis,

Wholesale inventories are valued at the lower of cost or market using the FIFO method.,

The Company makes ongoing estimates relating to the net realizable value of inventories, based upon our assumptions about
future demand and market conditions. If the Company’s estimate of the net realizable value of our inventory is less than the
cost of the inventory recorded on our books, a reserve is recorded equal to the difference between the cost of the inventory and
the estimated net realizable value. If changes in market conditions result in reductions in the estimated net realizable value of
the Company’s inventory below the previous estimate, the Company increases its reserve in the period in which it made such a
determination.

Raw materials are included in inventories and accounted for under the FIFO basis. Raw matenals of $1.9 million and $29.5
million are included in inventories in the consolidated balance sheet at February 2, 2008, and February 3, 2007, respectively.

Property and Equipment

Property and equipment are recorded at cost and are depreciated on a straight-line basis over their estimated useful lives. The
costs of repairs and maintenance are expensed when incurred, while expenditures for store remodels, refurbishments and
improvements that significantly add to the productive capacity or extend the useful life of an asset are capitalized. Projects in
progress are stated at cost, which includes the cost of construction and other direct costs attributable to the project. No
provision for depreciation is made on projects in progress until such time as the relevant assets are completed and put to use.
The estimated useful life for each major class of property and equipment is as follows:

Buildings 10 to 30 years

Leasehold improvements the lesser of 10 years or the remaining expected leage term that 1s reasonably assured (which
may exceed the current non-cancelable term)

Fumniture, fixtures and equipment 210 10 years

Property under capital lease 10 to 30 years

The following is a summary of the components of property and equipment:

{dollars in millions) 2007 2006

Buildings and leasehold improvements $ 7185 § 633.0
Fumiture, fixtures and equipment 638.3 5325
Property under capital leases 3.5 0.9
Projects in progress 79.8 78.7

§ 14401 § 12451
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Depreciation expense for 2007, 2006, and 2005 was $102.5 million, $85.3 million, and $87.0 million, respectively.

Property and equipment are reviewed for recoverability on a store-by-store basis if an indicator of impairment exists to
determine whether the carrying amount of the assets is recoverable. Undiscounted estimated future cash flows are used to
determine if impairment exists. If impairment exists, we use discounted cash flows to calculate impairment. The Company
uses current operating results and historical performance to estimate future cash flows on a store-by-store basis. Excluding
exit costs as discussed in Note 4, total impairment charges related to assets held and used were $1.9 million, $1.7 million, and
$2.4 million in 2007, 2006 and 2005, respectively. These charges are included in cost of sales.

Insurance Programs

The Company retains its normal expected losses related primarily to workers’ compensation, physical loss to property and
business interruption resulting from such loss and comprehensive general, product, and vehicle liability. The Company
purchases third-party coverage for losses in excess of the normal expected levels. Provisions for losses expected under these
programs are recorded based upon estimates of the aggregate liability for claims incurred utilizing actuarial calculations based
on historical results.

Foreign Currency Translation

Local currencies are the functional currencies for most foreign subsidiaries. Accordingly, assets and liabilities of these
subsidiaries are transtated at the rate of exchange at the balance sheet date. Adjustments from the translation process are
accumulated as part of other comprehensive income and are included as a separate component of shareowners’ equity. The
changes in foreign currency translation adjustments were not adjusted for income taxes since they relate to indefinite term
investments in non-United States subsidiaries. Income and expense items of these subsidiaries are translated at average rates of
exchange. As of fiscal year-end 2007, 2006 and 2005, cumulative translation adjustments included in accumulated other
comprehensive income (loss) were $23.7 million, $9.4 million and $12.4 million, respectively.

For those foreign subsidiaries operating in a highly inflationary economy or having the U.S. Dollar as their functional
currency, net non-monetary assets are translated at historical rates and net monetary assets are translated at current rates.
Transaction adjustments are included in the determination of net earnings.

Asset Retirement Obligations

The Company foliows FASB Interpretation No. 47 (“FIN 47”), “Accounting for Conditional Asset Retirement Obligations -
An Interpretation of FASB Statement No. 143,” which requires entities to record a liability equal to the fair value of the
estimated future cost to retire an asset, if the liability’s fair value can be reasonably estimated. The Company’s asset retirement
obligation (“ARQ”) liabilities are primarily associated with the disposal of personal property and trade fixtures which, at the
end of a lease, the Company is contractually obligated to remove in order to restore the facility back to a condition specified in
the lease agreement. The Company estimates the fair value of these liabilities based on current store closing costs and
discounts the costs back as if they were to be performed at the inception of the lease. At the inception of such a lease, the
Company records the ARO as a liability and also records a related asset in an amount equal to the estimated fair value of the
liability. The capitalized asset is then depreciated on a straight-line basis over the useful life of the asset. Upon retirement of
the asset, any difference between the actual retirement costs incurred and the previously recorded estimated ARO liability is
recognized as a gain or loss in the consolidated statements of earnings.

The Company adopted FIN 47 in the fourth quarter of 2005. Please refer to Note 22 for further discussion regarding this
change in accounting principle. In future periods, the Company may make adjustments to the ARO liability as a result of the
availability of new information, changes in labor costs and other factors. The estimate of the ARO liability is based on a
number of assumptions requiring professional judgment, including average store closing costs, inflation rates, labor costs
and asset re-use rates.
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The following table surmmarizes the Company’s ARO liability included on its consolidated balance sheets.

(in millions) 2007 2006
Beginning asset retirement obligation S 85 § 8.5
Liabilities incurred during year 0.2 0.1
Liabilities settled during year 0.3 0.4)
Accretion expense ' - 03
Ending asset retirement obligation s 84 § 8.5

Business Combinations

In accordance with accounting for business combinations under SFAS No. 141 “Business Combinations,” the Company
allocates the purchase price of an acquired business to its identifiable assets and liabilities based on estimated fair values. The
excess of the purchase price over the amount allocated to the assets and liabilities, if any, is recorded as goodwill.

The Company uses all available information to estimate fair values including the fair value determination of identifiable
intangible assets such as tradenames, and any other significant assets or liabilities. The Company adjusts the preliminary
purchase price allocation, as necessary, up to one year after the acquisition closing date when information that is known to be
available or obtainable is obtained.

The Company’s purchase price allocation methodology contains uncertainties because it requires management to make
assumnptions and to apply judgment to estimate the fair value of acquired assets and liabilities. Management estimates the fair
value of assets and liabilities based upon quoted market prices, the carrying value of the acquired assets and widely accepted
valuation techniques, including discounted cash flows,

Accounting for Goodwill

The Company assesses goodwill, which is not subject to amortization, for impairment on an annual basis and also at any other
date when events or changes in circumstances indicate that the carrying value of these assets may exceed their fair value. This
assessment is performed at a reporting unit level. A reporting unit is a component of a segment that constitutes a business, for
which discrete financial information is available, and for which the operating results are regularly reviewed by management.
The Company develops an estimate of the fair value of each reporting unit using both a market approach and an income
approach. If potential for impairment exists, the fair value of the reporting unit is subsequently measured against the fair value
of its underlying assets and liabilities, excluding goodwill, to estimate an implied fair value of the reporting unit's goodwill.
The Company performed the required annual impairment testing using a test date of September 1, 2007 and no impairment
losses were necessary.

A change in events or circumstances, including a decision to hold an asset or group of assets for sale, a change in strategic
direction, or a change in the competitive environment could adversely affect the fair value of one or more reporting units.
Given the decline in the Company’s market value during 2007, the Company updated its impairtnent analysis and concluded
there was no impairment as of February 2, 2008. However, if the Company’s market value continues to decline we may have a
resulting impairment charge.

The estimate of fair value is highly subjective and requires significant judgment related to the estimate of the magnitude and
timing of future reporting unit cash flows. If the Company determines that the estimated fair value of any reporting unit is less
than the reporting unit's carrying value, then it will recognize an impairment charge. If goodwill on the Company’s
consolidated balance sheet becomes impaired during a future period, the resulting impairment charge could have a material
impact on its results of operations and financial condition. The Company’s recognized goodwill totaled $321.0 million as of
February 2, 2008.

Accounting for Intangible Assets
Indefinite-lived Intangible assets are not amortized, but are tested for impairment annually, or more frequently if circumstances

indicate potential impairment, through a comparison of fair value to its carrying amount. Favorable leases, certain trademarks
and other intangible asscts with finite lives are amortized over their useful lives using the straight-line method.
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Customer relationships ar¢ amortized using an economic patterning technique based on when the benefits of the asset are
expected to be used.

Each period, the Company evaluates whether events and circumstances warrant a revision to the remaining estimated useful
life of each intangible asset. If the Company were to determine that events and circumstances warrant a change to the estimate
of an intangible asset's remaining useful life, then the remaining carrying amount of the intangible asset would be amortized
prospectively over that revised remaining useful life.

Additionally, other events and circumstances may indicate that the carrying value of one or more intangible assets is not
recoverable and its fair value is less than the intangible asset's carrying value, resulting in the recognition of an impairment
charge.

A change in the estimate of the remaining life of one or more intangible assets or the impairment of one or more intangible
assets could have a material impact on the Company’s results of operations and financial condition. The Company’s intangible
assets' carrying value, net of amortization, was $559.5 miltion as of February 2, 2008.

Derivatives

The Company participates in an interest rate related derivative instrument to manage its exposure on debt instruments. The
Company records all derivative instruments on the balance sheet as cither assets or liabilities measured at fair value under the
provisions of Statement of Financial Accounting Standards No. 133, "Accounting for Derivative Instruments and Hedging
Activities” ("SFAS 133"), as amended. Changes in the fair value of these derivative instruments are recorded either through
current earnings or as other comprehensive income, depending on the type of hedge designation. Gains and losses on
derivative instruments designated as cash flow hedges are reported in other comprehensive income and reclassified into
earnings in the perieds in which earnings are impacted by the hedged item.

Environmental Costs

The Company accrues for costs associated with environmental obligations when such costs are probable and reasonably
estimable in accordance with the American Institute of Certified Public Accountant’s Staterment of Position (“SOP 96-17),
“Environmental Remediation Liabilities (Including Auditing Guidance)”. Accruals to address estimated costs for
environmental obligations generally are recognized no later than the date when the Company leams what cleanup measures, if
any, are likely to occur to address the environmental conditions at issue. In accordance with SOP 96-1, included in such
obligations are the estimated direct costs to investigate and address the conditions on Company property and the associated
engineering, legal and consulting costs. Such accruals are adjusted as further information develops or circumstances change.
Cost of future expenditures for environmental remediation obligations are not discounted to their present value.

Supplemental Cash Flow Information

52 Weeks Ended 53 Weeks Ended 52 Weeks Ended

(dollars in millions) February 2, 2008 February 3, 2007 January 28, 2006
Interest paid $ 45 3 28.5 3 208
Income taxes paid s 13.1 s 29.4 $ 14.9

Non-cash investing and financing activities:

Accrued capital additions $ 253 § 23.0 $ 9.4
Capital lease additions S 1.2 5 - $ -
Accrued intangible asset additions $ - $ 10.0 $ -

Note 2 — Acquisitions

Stride Rite

On August 17, 2007, the Company completed the acquisition of 100% of the equity of Stride Rite. The purchase price of
Stride Rite was approximately $786.6 million, net of cash acquired of $22.7 million, including transaction costs. The Stride
Rite acquisition was financed with cash-on-hand and the net proceeds from a $725 million term loan. The Acquisition was
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accounted for using the purchase method in accordance with Statement of Financial Accounting Standards (“SFAS™) No. 141,
“Business Combinations.” Accordingly, net assets were recorded at their estimated fair values, and operating results are
included from the date of acquisition. The purchase price was altocated on a preliminary basis using information currently
available. The Company is still in the process of integrating Stride Rite and may have additional costs associated with this
integration including costs related to employee severance, environmental liability valuation and contract termination. The
allocation of the purchase price to the assets and liabilities acquired will be finalized as necessary, up to one year after the
acquisition closing date, when information that is known to be available or obtainable is obtained. As the purchase price
exceeded the fair value of the assets and liabilities assumed, including identified intangible assets, goodwill associated with
this transaction was recorded in the consolidated balance sheet. The purchase price in excess of the value of Stride Rite’s net
assets reflects the strategic value the Company placed on Stride Rite’s wholesale and retail businesses. The Company believes
it will benefit from synergies as Stride Rite’s operations are integrated with the Company’s existing operations. Of the $280.8
million of goodwill associated with this transaction, $42.0 million is included in the Stride Rite Retail segment and $238.8
million is included in the Stride Rite Wholesale segment. None of the goodwill associated with this acquisition is deductible
for tax purposes.

The preliminary purchase price allocation, net of cash acquired, was as follows:

{In millions)
Receivables $ 911
Inventories 184.6
Other current assets 347
Total current assets 3104
Property and equipment 68.0
Goodwill 280.8
Indefinite lived trademarks 391.1
Finite lived intangible assets* 83.7
Other assets 10.6
Total assets acquired 1,144.6
Accounts payable (53.4)
Accrued expenses and other current liabilities (59.0)
Total current liabilities (112.4)
Long-term debt (46.0)
Long-term deferred tax liabilities (179.2)
Other long-term liabilities {20.4)
Total liabilities acquired (358.0)
Net assets acquired $ 786.6

*Finite lived intangible assets will be amottized as follows:

Fair Value Weighted Average
Type (in millions) Useful Life
Trademarks b3 7.2 8 Years
Customer relationships 66.6 8 Years
Customer backlog 22 0.75 Years
Other intangibles 7.7 5 Years

$ 83.7

Identification and allocation of value assigned to the identified intangible assets is based on the provisions of SFAS No. 141.
The fair value was estimated by performing three generally accepted valuation approaches (as applicable): the income
approach, the market approach and the cost approach. Under the income approach, valuations include a forecast of direct
revenues and costs associated with the respective intangible assets and charges for economie returns on tangible and intangibte
assets utilized in cash flow generation. Net cash flows attributable to the identified intangible assets are discounted to their
present value using a rate that is commensurate with the perceived risk. Under the market approach, the fair value of a
business or asset reflects the price at which comparable businesses or assets are purchased under similar circumstances. Under
the cost approach, the value of an asset is estimated using the current cost to purchase or replace the asset. The projected cash
flow assumptions included considerations for contractual relationships, customer attrition, and market competition.
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As part of the purchase price allocation, the Company incurred exit costs as a result of the Stride Rite acquisition. As of
February 2, 2008, these costs include employee severance costs of $14.5 million and contract termination and other costs of
$1.2 million. As of February 2, 2008, the Company has paid $1.7 million of these costs. These costs include employee
severance for certain Stride Rite corporate employees as well as employee severance, contract termination and other costs :
related to the Company’s plan to close the Stride Rite’s Burnaby and Huntington distribution centers.

Collective Licensing

Effective March 30, 2007, the Company acquired 100% of the partnership interest of Collective Licensing for $91.1 million,
net of cash acquired of $1.1 million, including transaction costs. Collective Licensing is a brand development, management
and licensing company that had previously licensed the Airwalk brand to the Company. The acquisition was accounted for
using the purchase method in accordance with SFAS No. 141. Accordingly, net assets were recorded at their estimated fair
values, and operating results are included in the Payless Domestic segment from the date of acquisition. As the purchase price
exceeded the fair value of the asscts and liabilities assumed, goodwill associated with this transaction was recorded in the
consolidated balance sheet. The purchase price in excess of the value of Collective Licensing’s net assets reflects the strategic
value the Company placed on Collective Licensing’s business. All goodwill is included in the Payless Domestic segment and
is deductible for tax purposes.

The purchase price allocation, net of cash acquired, was as follows:

{In millions)
Current assets $ 4.6
Goodwill 343
Indefinite lived trademarks 40.6
Finite lived intangible assets* 16.5
Total assets acquired 96.0
Current liabilities (4.9)
Total liabilities acquired 4.9)
Net assets acquired 5 911

*Finite lived intangible assets will be amortized as follows:

Fair Value Weighted Average
Type (in millions) Useful Life
Trademarks 3 7.1 10 Years
Customer relationships 9.2 7 Years
Non-compete contracts 0.2 3 Years

3 16.5

Identification and allocation of value assigned to the identified intangible assets is based on the provisions of SFAS No. 141.
The fair value was estimated by performing a discounted cash flow analysis using the “income” approach. This method
includes a forecast of direct revenues and costs associated with the respective intangible assets and charges for economic
returns on tangible and intangible assets utilized in cash flow generation. Net cash flows attributable to the identified
intangible assets are discounted to their present value using a rate that is commensurate with the perceived risk. The projected
cash flow assumptions included considerations for contractual relationships, customer attrition, and market competition.

Pro forma Financial Information

The following pro forma combined results of operations for the acquisitions of Stride Rite and Collective Licensing have been
provided for illustrative purposes only and do not purport to be indicative of the actual results that would have been achieved
by the combined company for the periods presented or that will be achieved by the combined company in the future. The pro
forma combined results of operations assume that the acquisitions of Stride Rite and Collective Licensing occurred at the
beginning of each fiscal year. The results have been prepared by adjusting the historical results of the Company to include the
historical results of Stride Rite and Collective Licensing, the incremental interest expense and the impact of the preliminary
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purchase price allocations discussed above. The pro forma combined results of operations do not include any cost savings that
may result from the combination of the Company and Stride Rite and Collective Licensing or any estimated costs that will be
incurred by the Company to integrate the businesses.

52 Weeks Ended 53 Weeks Ended
{dollars in millions, except per share) February 2, 2008 February 3, 2007
Net sales $ 3,495.3 $ 3,506.9
Net camings 37.6 72.9
Basic earnings per share b 0.58 $ L1
Diluted eamings per share s 0.58 $ 1.09

Note 3 — Share-Based Compensation

Effective January 29, 2006, the Company adopted the fair value recognition provisions of SFAS Ne. 123(R), “Share-Based
Payment”, using the modified prospective transition method and therefore has not retroactively adjusted results from prior
periods. Under this transition method, compensation cost associated with share-based awards recognized in fiscal years 2006
and 2007 includes: (a) compensation cost for all share-based payments granted prior to, but not yet vested, as of January 29,
2006, based on the grant-date fair value estimated in accordance with the provisions of SFAS No. 123, “Accounting for Stock-
Based Compensation”, and (b} compensation cost for all share-based payments granted subsequent to January 29, 2006, based
on the grant-date fair value estimated in accordance with the provisions of SFAS No. 123(R).

The Company elected to adopt the alternative transition method to account for the tax effects of share-based payment awards
as provided in FASB Staff Position FAS 123(R)-3: “Transition Election Related to Accounting for the Tax effects of Share-
Based Payment Awards” (“FSP 123(R)-3") during the second quarter of 2006.

Prior to the adoption of SFAS No. 123(R), the Company followed the disclosure provisions of SFAS No. 148, “Accounting for
Stock-Based Compensation — Transition and Disclosure, an amendment of FASB Statement No. 123.” The Statement
required prominent disclosures in both annual and interim financial statements regarding the method of accounting for stock-
based employee compensation and the effect of the method used on reported results. Prior to fiscal year 2006, the Company
accounted for stock compensation awards under the intrinsic value method of Accounting Principles Board (“APB”) Opinion
No. 25. APB Opinion No. 25 required compensation cost to be recognized based on the excess, if any, between the quoted
market price of the stock at the date of grant and the amount an employee must pay to acquire the stock. All options awarded
under the Company’s plans were granted with an exercise price equal to the fair market value on the date of the grant.

SFAS No. 123 established a fair value based method of accounting for employee stock options or similar equity instruments.
In order to calculate fair value under SFAS No. 123, the Company used the Black-Scholes option pricing model to estimate the
grant date fair value of options granted in fiscal years 1996 through 2005. The fair value was recognized over the option
vesting period using tranche specific expense attribution as discussed in FASB Interpretation No. 28, “Accounting for Stock
Appreciation Rights and Other Vanable Stock Option or Award Plans - An Interpretation of APB Opinions No. 15 and 25.”

The following table presents the effect on net earnings and earnings per share had share-based compensation expense been
recorded for the 52 weeks ended January 28, 2006, based on the fair-value method under SFAS No. 123.

(dollars in millions, except per share amounts) January 28, 2006
Net earnings:
As reported $ 66.4
Add: Total stock-based employee compensation expense included in net eamnings
as reported, net of refated income taxes 3.2
Less: Total stock-based employee compensation expense determined under fair value
based method for all awards, net of related income taxes 6.8
Pro forma $ 62.8
Basic earnings per share:
As reported b 0.98
Pro forma b3 0.93
Diluted earnings per share:
As reported 3 0.98
Pro forma $ 0.93
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Equity Incentive Plans

Under its equity incentive plans, the Company currently grants share appreciation vehicles consisting of stock options, stock-
settled stock appreciation rights (“stock-settled SAR’s”) and cash-settled stock appreciation rights (“cash-settled SAR’s”), as
well as full value vehicles consisting of nonvested shares and phantom stock units. Appreciation vehicles granted under the
1996 and 2006 Stock Incentive Plans are granted at the fair market value on the date of grant and may be exercised only after
stated vesting dates or other vesting criteria, as applicable, has been achieved. Generally, vesting of appreciation vehicles is
conditioned upon continued employment with the Company, although appreciation vehicles may be exercised during certain
periods following retirement, disability or death. Historically, the Company has used treasury shares for settlement of share-
based compensation.

Under the 1996 Stock Incentive Plan, which expired in April 2006, the Company was authorized to grant a maximum of
15,600,000 shares, of which no more than 1,200,000 could be issued pursuant to nonvested share grants. Appreciation vehicles
granted under the plan had a maximum term of 10 years and could vest on a graded schedule or a cliff basis. The exercise
prices of appreciation vehicles equaled the average of the high and low trading prices of the Company's stock on the grant
date. Nonvested shares granted under the plan could be granted with or without performance restrictions. Restrictions,
including performance restrictions, lapse over periods of up to ten years, as determined at the date of grant. Associates who
received nonvested shares paid no monetary consideration.

On May 25, 2006, the Company’s shareowners approved the 2006 Stock Incentive Plan. On May 24, 2007, the 2006 Stock
Incentive Plan was amended to allow the Company to grant a maximum of 4,300,000 shares. Appreciation vehicles to be
granted under the plan have a maximum term of seven years and can vest on a graded schedule, a cliff basis or based on
performance. The exercise price of an appreciation vehicle may not be less than the average of the high and low trading prices
of the Company's stock on the grant date. Associates who receive full value vehicles pay no monetary consideration, Awards
under the 2006 Stock Incentive Plan can be granted with or without performance restrictions. Restrictions, including
performance restrictions, lapse over periods of up to seven years, as determined at the date of grant.

On May 25, 2006, the Company’s shareowners approved amendments to and restatemnent of the Stock Plan for Non-
Management Directors (the “Director Plan”). Under the Company's amended and restated Director Plan, each Director who is
not an officer of the Company is eligible to receive share-based compensation in the form of non-qualified stock options
and/or stock awards, including, but not limited to, restricted and unrestricted stock awards. All shares of common stock issued
under the Director Plan are subject to restrictions on transferability and to forfeiture during a specified restricted period. The
Director Plan provides for the issuance of not more than 350,000 shares of common stock, subject to adjustment for changes in
the Company's capital structure. The Company may not, without stockholder approval, amend the Director Plan in a manner
that would increase the number of shares of common stock available for awards, decrease the exercise price of any award, or
otherwise materially increase benefits or modify eligibility requirements. The material differences between the amended and
prior Director Plans are: (1) participants may, if certain conditions are met, transfer or otherwise dispose of shares of stock
received pursuant to the amended plan prior to their termination from the board, and (2) the maximum number of shares of
common stock available for issuance under the Director Plan was reduced from 900,000 to 350,000 shares.

Under the Company’s Amended Stock Ownership Plan, a maximum of 6,000,000 shares of the Company’s common stock may
be purchased by employees at a 5% discount. The current terms of the Stock Ownership plan are such that the plan is non-
compensatory. As a result, the purchase of shares by employees does not give rise to compensation cost.

Stock Options

During 2007, the Company did not grant any stock options.
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Transactions for stock options for the fiscal year 2007 were as follows:

52 Weeks Ended February 2, 2008

Weighted Average

{units in thousands) Options Exercise Price

Qutstanding at beginning of period 3395 8 19
Granted - -
Exercised {461) 17
Forfeited or expired (115 20
Qutstanding at end of peried 2819 19
Vested and expected to vest at end of period 2,779 19
Exercisable at end of period 1,814 18

The following table summarizes information about stock options outstanding, options vested or expected to vest, and
exercisable at February 2, 2008:

Options Outstanding
Weighted
Avcrage
Number of Remaining Aggregate Weighted
Range of Outstanding  Contractual Life  Intrinsic Value Average
Exercise Prices  (in thousands) (in years) (in thousands)  Exercise Price
$13-15 78 58 250 § 14
16-18 1,462 4 1,557 17
19-24 1,279 4 - 22
Options Vested and Expected to Vest
Weighted
Number Vested Average
and Expected Remaining Aggregate Weighted
Range of to Vest Contractual Life  Intrinsic Value Average
Exercise Prices  (in thousands) {(in years) {in thousands)  Exercise Price
$13-15 78 5 8 250 §$ 14
16-18 1,443 4 1,544 17
19-24 1,258 4 - 22
Options Exercisable
Weighted
Average
Number Remaining Aggregate Weighted
Range of Exercisable Contractual Life  Intrinsic Value Average
Exercise Prices  (in thousands) (in years) (in thousands)  Exercise Price
$13-15 78 5 3 250 % 14
16-18 1,192 3 1,362 16
19 -24 544 4 - 22

The aggregate intrinsic value was calculated using the difference between the current market price and the grant price for only
those awards that have a grant price that is less than the current market price.

The total intrinsic value of options exercised during 2007, 2006 and 2005 was $6.5 million, $24.0 million and $17.9 million,
respectively. Cash received from option exercises for 2007, 2006 and 2005 was $8.2 million, $46.6 millicn and $48.9 million,
respectively, excluding cash received from the Company’s employee stock purchase and deferred compensation plans. The
tax benefit realized for the deductions from options exercised during 2007, 2006 and 2005 was $2.6 million, $8.6 million and

$6.5 million, respectively. The weighted average fair value of units granted per unit for 2006 and 2005 was $10 and $7,
respectively.
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Stock-settled SAR s

During 2007, the Company granted 1,697,889 stock-settled SAR’s under the 2006 Stock Incentive Plan, Of this amount,
1,389,829 are subject to a three-year graded vesting schedule and 308,060 are subject to a three-year cliff vesting schedule.
None of the vesting requirements are based on any performance conditions.

Upon exercise of a stock-settled SAR, employees will receive a number of shares of common stock equal in value to the
appreciation in the fair market value of the underlying common stock from the grant date to the exercise date of the stock-
settled SAR. All of the stock-settled SAR’s issued by the Company to-date contain an appreciation cap, which limits the
appreciation for which shares of common stock will be granted to 200% of the fair market value of the underlying common
stock on the grant date of the stock-settled SAR. As a result of the appreciation cap, a maximum of 2/3 of a share of common
stock may be issued for each stock-settled SAR granted.

Transactions for stock—settled SAR’s for the fiscal year 2007 were as follows:

52 Weeks Ended February 2, 2008

Stock-Settled Weighted Average

{units in thousands) SAR's Exercise Price
Outstanding at beginning of period 889 % 23
Granted 1,698 27
Exercised (50) 23
Forfeited or expired {166} 26
Outstanding at end of period 2,371 26
Vested and expected to vest at end of period 2,228 26
Exercisable at end of pertod 216 23
Weighted average fair value of units granted {per unit) s 12

The following table summarizes information about stock-settled SAR’s outstanding, vested or expected to vest and exercisable
at February 2, 2008:

Stock-Settled SAR's Qutstanding

Weighted
Average
Number of Remaining Aggregate Weighted
Range of Outstanding Contractual Life  Intrinsic Value Average
Exercise Prices  (in thousands) (in years) (in thousands)  Exercise Price
$18-23 1,567 6 3 - 3 23
24-30 60 5 - 27
30-37 744 6 - 33

Stock-Settled SAR's Vested and Expected to Vest

Weighted
Number Vested Average
and Expected Remaining Aggregate Weighted
Range of to Vest Contractual Life  Intrinsic Value Average
Exercise Prices  (in thousands) (in years) (in thousands)  Exercise Price
$i8-23 1,477 6 § - 3 23
24-30 57 5 - 27
30-37 694 6 33

Stock-Settled SAR's Exercisable

Weighted
Average
Number Remaining Aggregate Weighted
Range of Exercisable Contractual Life  Intrinsic Value Average
Exercise Prices  (in thousands) (in years) (in thousands)  Exercise Price
$18-23 198 5 % - % 23
24-30 8 4 - 27
30-37 10 6 - 32
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The aggregate intrinsic value was calculated using the difference between the current market price and the grant price for only
those awards that have a grant price that is less than the current market price.

The total intrinsic value of stock-settled SAR’s exercised during 2007 was $0.6 million. There were no stock-settled SAR’s
exercised during 2006. The tax benefit realized for the deductions from stock-settled SAR’s exercised during 2007 was $0.2
million. There was no such tax benefit realized in 2006. The weighted average fair value of units granted per unit for 2007

and 2006 was $12 and §9, respectively.

Nonvested Shares and Share Units

During 2007, the Company granted 762,818 nonvested shares, of which 292,641 were related to a performance grant under the
2006 Stock Incentive Plan. The remaining 470,177 nonvested shares are subject to a three-year cliff vesting schedule, which
is not based on any performance vesting conditions. The performance condition for 144,008 shares was not met for 2007 and,
as such, none of the related nonvested shares will vest. The performance condition for 148,633 shares will not be known until
the spring of 2008.

During 2007, the Company granted 271,113 nonvested share units with market based performance conditions under the 2006
Stock Incentive Plan. These shares are subject to a market appreciation condition and a three-year cliff vesting schedule. [f
either condition is not met, the shares will not vest. The Company also granted 16,735 nonvested share units subject to a three-
year graded vesting schedule, which is not based on any performance vesting conditions, and 8,595 nonvested share units
subject to a performance vesting condition.

During 2007, the Company granted 7,360 nonvested shares under the Director Plan. These shares will vest on May 1, 2008.
In addition, pursuant to the provisions of the Director Plan, Directors elected to defer compensation into 10,232 share units
that will be issued as common stock subsequent to the Directors’ resignation from the Board. These share units will vest on
May |, 2008. Deferral does not affect vesting. Deferred share units are excluded from the summary table of nonvested shares.

On July 18, 2005, the Company granted its Chief Executive Officer and President 214,250 nonvested shares. The nonvested
shares will cliff vest on the third anniversary of the grant,

Excluding deferred shares under the Director Plan, transactions for nonvested shares and share units for the fiscal year 2007
were as follows:

52 Weeks Ended February 2, 2008

Nonvested Shares Weighted Average
{shares in thousands} and Share Units Grant Date Fair Value
Nonvested at beginning of period 318 % 21
Ciranted 1,059 26
Vested (45) 19
Forfeited or expired {86) 24
Nonvested at end of period 1,246 25

The weighted average grant date fair value of nonvested shares granted in 2007, 2006 and 2005 was $26, $23 and $20,
respectively.

Cash-settled SAR s
During 2007, the Company issued 84,611 cash-settled SAR’s on 84,611 shares. Of this amount, 70,611 are subject to a three-

year graded vesting schedule and 14,000 are subject to a three-year cliff vesting schedule. None of the vesting requirements
are based on any performance conditions.
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Transactions for cash-settled SAR’s for the fiscal year 2007 were as follows:

52 Weeks Ended February 2, 2008
Cash-Settled Weighted Average

{shares in thousands} SAR's Exercise Price
QOutstanding at beginning of period 119 3 20
Granted 85 % 27
Vested 32) 8 16
Forfeited or expired 2 § 15
Outstanding at end of period 170 8 25
Exercisable or convertible at end of period 0 S 21
Weighted average fair value of units granted (per unit) $ 12
Fair Value

Effective January 29, 2006, grants under the Company's equity incentive plans are accounted for as provided by SFAS No.
123(R). Compensation expense for appreciation vehicles is based on the fair market value as of the grant date. For nonvested
share grants, compensation expense is based upon the grant date fair value (i.e., the average of the high and low trading prices
of the Company’s stock on the grant date.)

Beginning in fiscal year 2006, the Company changed its method of determining the fair value of share-based awards from the
Black-Scholes model to a binomial model. The binomial model considers a range of assumptions relative to volatility, risk-
free interest rates and employee exercise behavior, which more accurately models actual employee behaviors, The Company
believes the binomial model provides a fair value that is more representative of actual and future experience.

The fair value of options and stock-settled SAR’s granted were calculated using the following assumptions:

52 Weeks Ended 53 Weceks Ended 52 Weeks Ended

February 2, 2008 February 3, 2007 January 28, 2006
Risk-free interest rate 46 % 49 % 39 %
Expected dividend yield - % - % - %
Expected appreciation vehicle life (in years) 5 6 5
Weighted-average expected volatility I8 % 35 % 34 %

Risk-free interest rate — The rate is based on zero-coupon U.S. Treasury yields in effect at the date of grant, utilizing separate
rates for each whole year up to the contractual term of the appreciation vehicle and interpolating for time periods between those
not listed.

Expected dividend yield — the Company has not historically paid dividends and has no immediate plans to do so; as a result, the
dividend yield is assumed to be zero.

Expected appreciation vehicle life — The expected life is derived from the output of the binomial lattice model and represents
the period of time that the appreciation vehicles are expected to be outstanding. This model incorporates time-based early

exercise assumptions based on an analysis of historical exercise patterns.

Expected Volatility —The rate used in the binomial model is based on an analysis of historical prices of the Company's stock.
The Company currently believes that historical volatility is a good indicator of future volatility,

The total fair value of shares vested during 2007, 2006 and 2005 was $8.8 million, $5.5 million and $8.9 million, respectively.
Compensation Expense

SFAS No. 123(R) requires compensation expense assoctated with share-based awards to be recognized over the requisite
service period, which for the Company is the period between the grant date and the award's stated vesting term.
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The Company used the tranche specific attribution method for stock option and nonvested share awards with graded vesting
issued prior to the adoption of SFAS No. 123(R). Share-based awards issued after the adoption of SFAS No. 123(R) are
expensed under the straight-line attribution method, with the exception of performance-based stock-settled SAR’s that are
expensed under the tranche specific attribution method.

The amount of share-based compensation recognized during a period is based on the value of the portion of the awards that arc
expected to vest. SFAS No. 123(R) requires forfeitures to be estimated at the time of grant and revised, if necessary, in
subsequent periods if actual forfeitures differ from those estimates. This analysis is evaluated quarterly and the forfeiture rate
is adjusted as necessary. For performance-based stock-settled SAR’s, compensation expense is recorded over the vesting
period based on estimates of achieving the performance goal. Ultimately, the actual expense recognized over the vesting
period will be based on only those shares that vest.

Total share-based compensation expense of $14.6 million before tax has been included in the Company's consolidated

statements of earnings for the 52 weeks ended February 2, 2008. No amount of share-based compensation has been
capitalized. Total share-based compensation expense is summarized as follows:

52 Weeks Ended 53 Weeks Ended 52 Weeks Ended

{dollars in millions, except per share amounts) February 2, 2008 February 3, 2007 January 28, 2006
Cost of sales s 38 § 41 $ -
Selling, general and administrative expenses 10.8 8.1 5.0
Share-based compensation expense before income taxes 14.6 12.2 5.0
Tax benefit (5.5) 4.4 (1.8)
Share-based compensation expense after income taxes 5 9.1 § 78 % 3.2
Effect on:

Basic earnings per share 5 014 3 012 § 0.05

Diluted eamings per share s 0.14 § 012 § 0.05

As of February 2, 2008, the Company had unrecognized compensation expense related to nonvested awards of approximately
$37.0 million, which is expected to be recognized over a weighted average period of 1.2 years.

Note 4 - Exit Costs

During the first quarter of 2007, the Company’s Board of Directors approved a plan to shift to a new distribution model. As
part of the plan, the Company intends to open a new distribution center in Brookville, Ohio, which will begin operation in the
spring of 2009. This distribution center will be in addition to the Company’s Redlands, California distribution center that
commenced operations in the second quarter of 2007. Once both new distribution centers are operating satisfactorily, the
Company plans to close its current distribution center in Topeka, Kansas. Total exit costs are currently estimated to be
approximately $13 million, consisting of approximately $3 million of non-cash accelerated depreciation expenses,
approximately $8 million for employee severance expenses, and approximately $2 million related to contract termination and
other exit costs. The exit costs are recorded as costs of sales in the consolidated statements of earnings and are included in the
Payless Domestic segment. Actual results could vary from these estimates.

The significant components of the exit costs incurred as of February 2, 2008 are summarized as follows:

Costs Incurred Cash Payments  Accrual Balance as

52 Weeks Ended 52 Weeks Ended of
(dollars in millions) February 2, 2008  February 2,2008  February 2, 2008
Employee severance costs $ 59 % 0N % 5.2
Contract termination 0.8 0.8 § -
Accelerared depreciation 2.4
$ 9.1 § (15) % 5.2
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The majority of the remaining exit costs will be recognized over the period until the Topeka distribution center is closed,
which is expected to be in spring of 2009.

Naote 5 - Discontinued Operations
Payless Domestic

In accordance with the provisions of Statement of Financial Accounting Standards No. 144, “Accounting for the Impairment
or Disposal of Long-Lived Assets” (“SFAS No. 144"}, the results of operations for the 52 weeks ended February 2, 2008, the
53 weeks ended February 3, 2007, and the 52 weeks ended January 28, 2006, for Parade and 26 Payless stores closed in
connection with the 2004 restructuring plan are classified as discontinued operations within the Payless Domestic segment.
Payless stores are considered for discontinued operations disclosure if the nearest store is greater than 10 miles from the closed
store. If the nearest store is greater than 10 miles from the store to be closed, the store is generally not expected to realize a
migration of significant direct cash inflows as a result of the closure and, consequently, these stores are considered to be
discontinued operations. If the nearest store is less than 10 miles from the closed store, the Company generally expects to
realize a migration of significant direct cash inflows as a result of the closure and those stores are not reported as discontinued
operations. Losses from discontinued operations net of income taxes for the 53 weeks ended February 3, 2007 and 52 weeks
ended January 28, 2006 were $0.5 million and $3.7 million, respectively. There was no impact on net earnings related to
discontinued operations for the 52 weeks ended February 2, 2008. Additionally, the consolidated balance sheets include the
assets of Parade and the 26 Payless closed stores presented as discontinued operations. As of February 2, 2008, current assets
of discontinued operations were $0.8 million and current labilities of discontinued operations were $1.3 million. As of
February 3, 2007, current assets of discontinued operations were $1.0 million and current liabilities of discontinued operations
were $2.1 million, respectively

Payless International

During 2006, the Company exited its retail operations in Japan and closed its one store location. In 2004, the Company closed
all stores in Peru and Chile. Losses from discontinued operations net of minority interest for the 53 weeks ended February 3,
2007, and 52 weeks ended January 28, 2006, were $2.9 million and $2.3 million, respectively. There was no impact related to
discontinued operations on net earnings for the 52 weeks ended February 2, 2008. Additionally, the consolidated balance
sheets include the assets of Parade and the 26 Payless closed stores presented as discontinued operations. As of February 3,
2007, current assets of discontinued operations were $0.1 million.
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Note 6 - Quarterly Results {(Unaudited)

The tables below summarize quarterly results for the last two years. Quarterly results are determined in accordance with
annual accounting policies and all adjustments (consisting only of normal recurring adjustments, except as noted below)
necessary for a fair statement of the results for the interim periods have been included; however, certain iterns are based upon
estimates for the entire year.

(dollars in millions, except per share) 2007
Quarter First Second Third *“*” Fourth ¥ Year
Net sales £ 7286 % 6993 % 830.7 3 7768 § 30354
Gross margin 268.9 240.6 267.2 2142 990.9
Net earnings (loss) from continuing operations 39.0 247 25.6 (46.6) 427
Eamnings (loss) from discontinued operations, net of

income taxes and minority interest {0.1) 0.2 0.1) - -
Net earnings (loss) 5 389 § 249 § 255 % (46.6) § 42.7
Basic eamings (loss) per share:™
Earnings (loss) from continuing operations $ 060 § 038 % 040 § (0.73) § 0.66
Eamings from discontinued operations - 0.01 - - -
Basic earnings (loss) per share $ 0.60 $ 039 3% 040 3 (0.73) § 0.66
Diluted earnings (loss) per share:t"
Earnings (loss) from continuing operations $ 059 §$ 037 § 039 § (0.73) § 0.65
Eamings from discontinuzed operations - 0.01 - - -
Diluted earnings (loss) per share 3 059 $ 0.38 § 039 § (0.73) § 0.65
(dollars in millions, except per share) 2006
Quarter First Second Third Fourth Year
Net sales $ 6945 § 706.1 $ 7034 3 6927 § 27967
Gross margin 255.8 2440 2413 234.6 975.7
Net eamings from continuing operations 36.8 330 30.6 25.0 1254
Loss from discontinued operations, net of

income taxes and minority interest 0.8) (0.5) (1.7} 0.4) (3.4)
Net earnings $ 360 § 325 % 289 § 24.6 122.0
Basic earnings per share:!"
Earnings from continuing operations s 0.55 § 050 8 047 8§ 038 § 1.80
Loss from discontinued operations (0.01) (0.01) (0.03) - (0.05)
Basic eamings per share $ 0.54 § 049 § 044 § 038 § 1.85
Diluted earnings per share:"
Earnings from continuing operations $ 054 S 049 3 046 3 038 3 1.87
Loss from discontinued operations (0.01) {0.01) (0.03) (0.01) (0.05)
Diluted earnings per share $ 0.53 § 048 § 043 $§ 037 § 1.82

(1) Eamnings (loss) per share were computed independently for each of the quarters presented. The sum of the quarters may not equal the
total year amount due to the impact of changes in average quarterly shares outstanding.

(2) The company recognized an income tax benefit in the 13 week period ended November 3, 2007 as a result of adjusting the
Company’s year-to-date tax provision to reflect the reduced effective tax rate for the year.

(3) Financial information since August 17, 2007 contains Stride Rite operating results and the related impact of purchase accounting.

Note 7 - Defined Contribution Plans

The Company has two qualified profit sharing plans offered by Payless ShoeSource (“Payless Profit Sharing Plans™) that cover
full-time associates who have worked for the Company for 60 days and have attained age 21 or part-time associates who work
1,000 hours or more in a year and have attained age 21. The Payless Profit Sharing Plans are defined contribution plans that
provide for Company contributions at the discretion of the Board of Directors. The Company funds at least a minimum
guaranteed Company matching contribution of $0.25 per $1.00 contributed by associates. Associate contributions up to 5% of
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their pay are eligible for the match. The Company has historically contributed 2.5% of Payless pre-tax earnings from
continuing operations as defined by the plans. At the discretion of the Board of Directors, the 2007 contribution was
determined to be 2.5% of Payless pre-tax earnings from continuing operations excluding 2007 interest expense on debt
incurred for the purchase of Stride Rite. Associates may voluntarily contribute to the Company’s profit sharing plans on both
a pre-tax and after-tax basis. For 2007, the Company’s contribution is allocated to all associates participating in the Payless
Profit Sharing Plans who have worked for the Company for at least six months, if full-time, or one year, if part-time, as of
December 31. Total profit sharing contributions for 2007, 2006 and 2005 were $3.0 million, $4.2 million and $2.7 million,
respectively.

Stride Rite also provides a qualified defined contribution plan for its associates. This qualified defined contribution plan
enables eligible associates to defer a portion of their salary to be held by the trustees of the plan. The Company makes an
additional contribution to the plan equal to a maximum of 100% of the first 6% of salary deferred by each participant. During
2007, the contribution to the plan was $1.1 million,

Note 8 - Pension Plans

The Company has a pension plan that covers a select group of Payless management employees (“Payless Plan”) and a pension
plan that covers certain Stride Rite emplovees (“Stride Rite Plan”).

Payless Plan

The Paytess Plan is a nonqualified, supplementary defined benefit plan for a select group of management employees. The plan
is an unfunded, noncontributory plan.

Effective January 1, 2008, the Company amended the Payless Plan. The amendment provided the select group of management
employees a transition benefit and changed the plan’s benefit formula. The change in the benefit plan did not trigger the
recognition of the plan’s unrecognized expense.

Pension expense is based on information provided to an outside actuarial firm that uses assumptions to estimate the total
benefits ultimately payable to each management employee and allocates this cost to service periods. The actuarial assumptions
used to calculate pension expense are reviewed annually by management for reasonableness. The measurement date used for
the 2007 actuarial valuation was January 31, 2008,

la September 2006, the FASB issued SFAS No. 158, “Employers’ Accounting for Defined Benefit Pension and Other
Postretirement Plans — An Amendment of FASB Statements No. 87, 88, 106, and 132(R).” This statement requires companies
to recognize a net liability or asset and an offsetting adjustment to accumulated other comprehensive income (“AQCI”) to
report the funded status of defined benefit pension and other postretirement benefit plans. The adjustment to AOCI at adoption
represents the net unrecognized actuarial losses and unrecognized prior service costs. These amounts will be subsequently
recognized as net periodic pension cost subject to the Company’s historical accounting policy for amortizing such amounts.
Additional minimum pension liabilities (*AML”) and related intangible assets are also derecognized upon adoption of the new
standard. The statement requires prospective application, and the recognition and disclosure requirements are effective for
companies with fiscal years ending after December 15, 2006. The Company adopted SFAS No. 158 as of February 3, 2007.

The following table summarizes the incremental effect of adopting the provisions of SFAS Neo. 158 on the Company’s
consolidated balance sheets.

Prior to AML Adjustment

and Adoption of SFAS Effect of Adopting As Reported at
(dollars in millions) 158 AML Adjustment SFAS 158 February 3, 2007
Other assets $ 178 § 1.8 $ (32) 8 16,4
Accrued expenses 188.7 - 1.5 190.2
Other liabilities 120.8 69 4.7 1324
Accumulated other comprehensive income,
net of income taxes 8.4 3.1 {4.7) 0.6
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The Company incorrectly presented the $4.7 million effect of the transition adjustment as a reduction of 2006 comprehensive
income on its Consolidated Statements of Shareowners’ Equity for the year ended February 3, 2007. Subsequently, the
Company became aware that the transition provisions of SFAS No. 158 required that this transition adjustment be presented as
a direct adjustment to accumulated other comprehensive income rather than as part of comprehensive income for the period.
The effect of removing the adoption of SFAS No. 158 from comprehensive income changes reported comprehensive income
for 2006 from $110.7 million to $115.4 million. The Company has reflected the restatement of 2006 comprehensive income in
the consolidated statement of shareowners’ equity.

Included in accumulated other comprehensive income are the following amounts that have not yet been recognized in net
periodic pension cost:

Unrecognized

Prior Service Unrecognized
(dollars in miltions) Cost Losses/{Gains) Total AOCI
Recongiliation of accumulated

other comprehensive income:

Amount at February 3, 2007 3 3.2 $ 103 5 13.5
Amortization recognized (0.5) {0.6) (1.1
New amounts recognized 2.1 (0.5) 8.6
Amount at February 2, 2008 $ 11.8 ] 9.2 5 21.0

The unrecognized loss and prior service cost included in accumulated other comprehensive income and expected to be
recognized in net periodic pension cost during fiscal year 2008 is $0.7 million and $1.6 million, respectively.

The following information provides a summary of the funded status of the plan, amounts recognized in the consolidated
balance sheets, and major assumptions used to determine these amounts:

{dollars in millions) 2007 2006
Change in projected benefit obligation:

Obligation at beginning of year $ 31.1 $ 215
Service cost 1.0 0.8
Interest cost 1.8 13
Plan amendments 9.1 23
Actuarial loss (gain) (0.5) 6.4
Benefits paid (1.5) (1.2)
Obligation at end of year s 41.0 3 3.1
Assumptions:

Discount rate 6.00% 5.75%
Salary increases 4.0% 3.0%

As the plan is unfunded, the total benefit obligation at the end of each fiscal year is recognized as a liability on the
consolidated balance sheet. Of the $41.0 million liability recognized as of February 2, 2008, $2.8 million is recorded in
accrued expenses and $38.2 million is recorded in other liabilities. The accumulated benefit obligation as of February 2, 2008
and February 3, 2007 were $37.8 million and $26.4 million, respectively.

Employer contributions and employer benefits paid were $1.5 million in the current year.
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The components of net periodic benefit costs for the plan were:

{doYlars in millions) 2007 2006
Components of pension expense:

Service cost $ 1.0 $ 0.8
Interest cost 1.8 1.3
Amortization of prior service cost 0.5 04
Amortization of actuarial Joss 0.6 0.2
Total $ 3.9 $ 2.7

Assumptions:
Discount rate 6.00% 5.75%
Salary increases 4.0% 3.0%

Estimated future benefit payments for the next five years and the aggregate amount for the following five years for this plan
are:

(dollars in millions)

2008 b 28

2009 3.1

2010 9.1

2001 36

2012 3.7

2013-2017 20.3
Stride Rite Plan

In connection with the Stride Rite acquisition, the Company acquired a non-contributory defined benefit pension plan covering
certain eligible Stride Rite associates. Effective December 31, 2006, Stride Rite stopped the accrual of future benefits for this
plan. All retirement benefits that employees earned as of December 31, 2006 were preserved. Certain salaried, management,
sales and non-production hourly associates accrued pension benefits based on the associate’s service and compensation, Prior
to the freezing of the plan, production associates accrued pension benefits at a fixed unit rate based on service. The prior
measurement date of this plan, August 17, 2007, was the date the Company acquired Stride Rite.

Included in accumulated other comprehensive income are the following amounts that have not yet been recognized in net
periodic pension cost:

(dollars in millions) 2007

Net transition obligation $ -
Net prior service cost -
Net loss 3.5
Accumulated other comprehensive loss recognized 3 3.5

The following tables present information about benefit obligations, plan assets, annual expense, assumptions and other
information about Stride Rite’s defined benefit pension plan. The defined benefit plan is valued using a January 31, 2008
measuremerit date:

(dollars in millions) 2007
Change in projected benefit obligation:

Obligation at prior measurement date $ 68.1
Service cost -
[nterest cost 2.0
Plan amendments -
Actuanal loss 0.1
Benefits paid (1.
Obligation at end of year $ 69.1
Assumptions:

Discount rate 6.50%
Salary increases nfa .
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‘The following table summarizes the change in plan assets:

(dollars in millions) 2007
Fair value of plan assets at prior measurement date 3 58.5
Actual return on plan assets (1.2)
Employer contributions 0.8
Benefits paid (1.1)
Fair value of plan assets at end of year b 57.0
Funded (underfunded) status at end of year $ 12.1

The $12.1 million liability recognized as of February 2, 2008 is included in other long-term liabilities on the Consolidated
Balance Sheset.

The components of net periodic benefit costs for the plan were:

{dollars in millions) 2007
Service cost s -
Interest cost 20
Expected return on assets (2.2)
Net periodic benefit cost {income) g {0.2)
Assumptions:

Discount rate 6.50%
Expected long-term return on plan assets 8.25%
Salary increases n/a

The accumulated benefit obligation for the plan was:

(dollars in millions) 2007

Projected benefit obligation 5 69.1
Accumulated benefit obligation 69.1
Fair value of plan assets 570

The Company does not expect any amounts of net loss and prior service cost included in accumulated other comprehensive
income to be recognized in net periodic pension cost during fiscal year 2008.

In selecting the expected long-term rate of return on assets, the Company considers the average rate of earnings expected on
the funds invested or to be invested to provide for the benefits of this plan. This includes considering the plan’s asset ailocation
and the expected returns likely to be earned over the life of the plan. This basis is consistent with the prior year. The
calculation of pension expense is dependent on the determination of the assumptions used. A 25 basis point change in the
discount rate will change expense by approximately $0.4 million. A 25 basis point change in the expected long-term return on
assets will result in an approximate change of $0.1 million in the expense. As the result of stopping the accruai of future
benefits, a salary growth assumption is no longer applicable.

The long term annualized time-weighted rate of return calculated on the basis of a three ycar rolling average using market
values is expected to be at least 1% higher than the composite benchmark for the plan. Investment managers are evaluated
semi-annually against commonly accepted benchmarks to ensure adherence to the stated strategy and that the risk posture
assumed is commensurate with the given investment style and objectives.

The Company’s written investment policy for the Stride Rite Plan establishes investment principles and guidelines and defines

the procedures that will be used to control, evaluate and monitor the investment practices for the plan. An administrative
committee designated by the Board of Directors provides investment oversight for the plan. Stated investment objectives are:

75




s  Maintain a portfolio of secure assets of appropriate liquidity and diversification that will generate investment returns,
combined with expected future contributions, that should be sufficient to maintain the plan’s funded state or improve

the funding level of the plan if it is in deficit.

» To control the long-term costs of the plan by maximizing return on the assets subject to meeting the objectives above,

The plan’s target allocation per the investment policy and weighted average asset allocations by asset category are:

Target
Allocation

2007

50% - 56%
10% - 14%
32% - 38%

Domestic equity securities
International equity securities
Domestic fixed income securities

49%
13%
38%

100%

The portfolio is designed to achieve a balanced return of current income and modest growth of capital, while achieving returns
in excess of the rate of inflation over the investment horizon in order to preserve purchasing power of plan assets. All plan
assets are required to be invested in liquid securities, While the Company is outside of its target range as of January 31, 2008,
it is still within its allowable allocation range set forth by the investment policy.

The Company plans to contribute $6.2 million to this pension plan during the 2008 fiscal year.

Estimated future benefit payments for the next five years and the aggregate amount for the following five years for this plan

are:

(dollars in miilions)

2008 § 2.9
2009 31
2010 3.1
2011 3.3
2012 3.5
2013 - 2017 20.6

Note 9 - Income Taxes

Earnings from continuing operations before income taxes and minority interest include the following components:

{dollars in millions) 2007 2006 2005

Domestic s (39.8) 3 785 § 42.1
Foreign 98.8 91,4 68.2
Total s 59.0 $ 1699 § 110.3

The provision for income taxes from continuing operations consisted of the following:

(doltars in millions) 2007 2006 2005
Federal $ 1.0 3 212 % 6.7
State and local 4.3 3.1 0.7
Foreign 18.4 6.5 9.7

Current tax provision 33.7 30.8 174
Federal (14.7) 0.8 10.2
State and local (6.1) @.1) 0.8
Foreign 4.3) 8.4 2.7

Deferred tax provision (benefit) 25.1) 9.1 13.7

Total provision b 8.6 § 356 % 30.8
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The reconciliation between the statutory federal income tax rate and the effective income tax rate as applied to continuing
operations was as follows:

{dollars in millions} 2007 2006 2005
Statutory federal income tax rate 350 % $ 206 350 % § 594 350 % 0§ 386
State and local income taxes,

net of federal tax benefit 19 (L1 18 io 1.4 1.5
Rate differential on foreign earnings,

net of valuation allowance (17.1) (0.1  (5.6) 04 (2.5 (2.8)
Repatriation of foreign eamnings - - - - 1.3 1.4
Decrease in excess tax reserves - - 8.7 (147) (5.3) (5.9)
Federal employment tax credits a.n (1.8) (0.8 (1.3 (1.0 (1.1)
Nondeductible executive compensation 2.9 1.7 - - - -
Other, net (1.2) (0.7) 1.8 29 (1.0) 0.9
Effective income tax rate 146 % $ 86 235 % §$ 3%9 279 % 3 308

The Company’s cffective tax rates have differed from the U.S. statutory rate principaily due to the impact of its operations
conducted in jurisdictions with rates lower than the U.S. statutory rate, the benefit of jurisdictional and employment tax credits,
favorable adjustments to its income tax reserves due primarily to favorable settlements of examinations by taxing authorities,
the impact of repatriating earnings from offshore and the on-going implementation of tax efficient business initiatives.

The Company adopted the provisions of Financial Accounting Standards Board, (“FASB”) interpretation No 48, “Accounting
for Uncertainty in Income Taxes — an interpretation of FASB Statement No. 109” {“FIN 48"}, on February 4, 2007. In
accordance with the recognition standards established by FIN 48, the Company performed a comprehensive review of potential
uncertain tax positions in each jurisdiction in which the Company operates. As a result of the Company’s review, the
Company adjusted the carrying amount of the liability for unrecognized tax benefits resulting in a reduction to retained
earnings of $11.2 million. Upon adoption, the Company also recorded an increase to deferred tax assets of $4.2 million, an
increase to other liabilities of $34.2 million, a reduction to accrued expenses of $18.0 million, and a reduction to minority
interest of $0.9 million.

A reconciliation of the beginning and ending balances of the total amounts of gross unrecognized tax benefits is as follows (in
millions):

Giross unrecognized tax benefits at February 4, 2007 $ 29.7
Increases in tax positions for prior years 4.2
Increases in tax positions for current year 17.0
Settlements (0.6)
Lapse in statute of limitations (0.5}
Gross unrecognized tax benefits at February 2, 2008 3 49.8

As of February 4, 2007, the gross liabilities for unrecognized tax benefits and the related interest and penalties total $34.8
million.

The portion of the unrecognized tax benefits which will favorably impact the effective tax rate if recognized is $37.8 million.
The portion of the unrecognized tax benefits which will reduce the carrying amount of goodwill if recognized is $3.8 million.

Interest and penalties related to unrecognized tax benefits are included in provision for income taxes in the consolidated
statements of carnings. The amount of accrued interest and penalties as of February 2, 2008 reflected in our consolidated
balance sheet is $6.4 million. The provision for income taxes in our consolidated statements of earnings for 2007 includes
gross interest and penalties of $1.1 million.

The U.S. federal income tax returns of Payless have been examined by the Internal Revenue Service through 2004. The u.s.
federal income tax returns of Stride Rite have been examined by the Internal Revenue Service through the tax year ended
November 2003. With limited exception, the Company is no longer subject to audits of its state and foreign income tax returns
for years prior to 2002. '
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The Company has various state and foreign income tax returns in the process of examination or administrative appeal. To the
extent that these matters conclude, it is reasonably possible that the amount of our unrecognized tax benefits will increase or
decrease. With the exception of a reduction in the unrecognized tax benefit of $0.9 million related to a recent ruling from a

taxing authority, the Company does not expect resolution of these matters to result in significant changes during the next
twelve months,

Major components of deferred tax assets (liabilities) were as follows:

(dollars in millions) 2007 2006

Deferred Tax Assets:
Accreed expenses and reserves $ 934 % 49.4
Tax net operating losses and tax credits 17.6 16.6
Other 9.0 i.3
Gross deferred tax assets 120.0 67.3
Less: valuation allowance (5.8) (6.7)
Deferred tax assets $ 1142 % 60.6

Deferred Tax Liabilities:

Short term assets basis differences 8 84) § {9.6)
Depreciation/amortization and basis differences (194.8) (1.3)
Other (6.3) (0.2)
Deferred Tax Liabilities (209.5) _(17.1)
Net deferred tax (liability) asset $ (95.3) § 43.5

The deferred tax assets and (liabilities) are included on the consolidated balance sheets as follows:

{dollars in millions) 2007 2006
Current deferred income taxes $ 238 % 15.6
Deferred income tax assets (noncurrent) 1.5 377
Accrued expenses (7.7} 9.6)
Deferred income tax liability (noncurrent) (112.9) {0.2)
§ (95.3) § 43.5

During 2007, the Company recorded an increase to its deferred tax assets, related to items of other comprehensive income, of
$13.7 million, net of translation adjustments of $1.7 million. An overall net deferred tax liability of $180.1 million was
recorded in connection with the acquisition of the Stride Rite Corporation in 2007,

The Company provides a valuation allowance against net deferred tax assets if, based on management’s assessment of
historical and projected future operating results and other available evidence, it is more likely than not that some or all of the
deferred tax assets will not be realized. The Company carries valuation allowances related primarily to realization of foreign
net operating loss carryforwards and state income tax credits.

At February 2, 2008, deferred tax assets for state and foreign net operating loss carryforwards are $6.8 million, less a valuation
allowance of $0.5 million. The net operating losses related to recorded assets will expire as follows: $1.5 million in 2010
through 2011, and $4.8 million by 2026, Federal foreign tax credit carryforwards are $1.6 million and state income tax credit
carryforwards are $9.2 million, less a valuation allowance of $5.1 million. The tax credit carryforwards related to the recorded
assets expire as follows: $1.3 million by 2013, $1.6 million in 2017 and $2.8 million may be carried forward indefinitely. The
remaining $0.2 million of our total valuation allowance of $5.8 million relates to other deferred tax assets in a Latin American
country that does not have a history of earnings.
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The American Jobs Creation Act of 2004, enacted on October 22, 2004 (the “Jobs Act”), provided for a temporary 85%
dividends received deduction on certain foreign earnings repatriated during a one-year period. To qualify for the deduction, the
earnings must be reinvested in the U.S. pursuant to a domestic reinvestment plan established by a company’s Chief Executive
Officer and approved by its Board of Directors. Certain other criteria in the Jobs Act must be satisfied as well. During 2005,
the Company’s Chief Executive Officer established domestic reinvestment plans which were approved by the Board of
Directors. Pursuant to the plans, the Company repatriated $85.0 million from foreign subsidiaries during 2005. The
repatriation resulted in recognition of income tax expense of $1.4 million in 2005. As of February 2, 2008, the Company has
not provided tax on its cumulative undistributed eamnings of foreign subsidiaries of approximately $32 million, because it is the
Company’s intention to reinvest these earnings indefinitely. The calculation of the unrecognized deferred tax liability related
to these earnings is complex and the calculation is not practicable. If earnings were distributed, the Company would be subject
to U.S. taxes and withholding taxes payable to various foreign governments. Based on the facts and circumstances at that
time, the Company would determine whether a credit for foreign taxes already paid would be available to reduce or offset the
U.S. tax liability. The Company anticipates that carnings would not be repatriated unless it was tax efficient to do so.

Note 10 - Earnings Per Share
Basic eamings per share are computed by dividing net eamings by the weighted average number of shares of common stock

outstanding during the period. Diluted earnings per share include the effect of conversions of stock options, stock-settled
stock appreciation rights and nonvested shares. Earnings per share has been computed as follows:

{dollars in millions, except per share amounts; shares in thousands) 2007 2006 2005

Net eamings from continuing operations s 427 § 1254 § 76.5
Weighted average shares outstanding - basic 64,504 65,894 67,520
Net effect of dilutive stock options 643 952 306
Net effect of dilutive SAR's 50 6 -
Dilutive shares due to nonvested shares 190 122 28
Weighted average shares outstanding - diluted 65,387 66,974 67,854
Basic eamings per share from continuing operations b} 066 § 190 §$ 1.13
Diluted earnings per share from continuing operations s 065 § 187 § 1.13

The Company uses the treasury stock method for calculating the dilutive effect of employee stock options, stock-settled SAR’s
and nonvested shares. These instruments will have a dilutive effect under the treasury stock method only when the respective
period’s average market value of the underlying Company common stock exceeds the actual proceeds. In applying the
treasury stock method, assumed proceeds include the amount, if any, the employee must pay upon exercise, the amount of
compensation cost for future services that the Company has not yet recognized, and the amount of tax benefits, if any, that
would be credited to additional paid-in capital assuming exercise of the options and stock-settled SAR’s and the vesting of
nonvested shares. The Company excluded approximately 2.3 million stock options and stock-settled SAR’s from the
calculation of diluted earnings per share for the 52 weeks ended February 2, 2008 as their effects were antiditutive. There
were no stock options or stock-settled stock appreciation rights excluded from the calculation of diluted carnings per share for
the 53 weeks ended February 3, 2007. The Company excluded approximately 1.4 million stock options from the calculation of
diluted earnings per share for the 52 weeks ended January 28, 2006 as their effects were antidilutive.

79




Note 11 - Intangible Assets
The following is a summary of the Company’s intangible assets:

(dollars in mitlions) 2007 2006
Intangible assets subject to amortization:

Favorable lease rights:

Gross carrying amount s 699 § 67.2
Less; accumulated amortization (54.7) (54.4)
Carrying amount, end of period 15.2 12.8
Customer relationships:
Gross carrying amount 73.7 -
Less: accumulated amortization 5.9 -
Carrying amount, end of period 67.8 -
Trademarks and other intangible assets:
Gross camying amount 20.7 0.1
Less: accumulated amortization {3.5) -
Carrying amount, end of period 17.2 (.1
Total carrying amount of intangible assets
subject to amortization 100.2 12.9
. Indefinite-lived trademarks 459.3 26.7
: Total intangible assets $ 5595 § - 396

The estimated useful life for each class of intangible assets is as follows:

Favorable lease rights A weighted-average period of 11 years. Favorable lease rights are amortized over the term of the underlying
lease, inciuding renewal options in instances where failure to exercise renewals would result in an economic
penalty.

Trademarks and other 0.75 to 10 years
intangible assets

Customer relationships 8 years

Customer relationships are amortized on an accelerated basis. All other intangible assets subject to amortization are amortized
on a straight-line basis, Amortization expense on intangible assets is as follows:

{dollars in millions) 2007 2006 2005
Amortization expense on intangible assets L 126 §% 32 % 34

The Company expects amortization expense for the next five years to be as follows (in millions):

Year Amount

2008 3 21.7
2009 19.2
2010 15.2
2001 12.2
2012 99
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Note 12 - Goodwill

Goodwill is the excess of the purchase price over the fair value of identifiable net assets acquired in business combinations
accounted for under the purchase method. We do not amortize goodwill but test it for impairment annually, or when
indications of potential impairment exist, utilizing a fair value approach at the reporting unit level. A reporting unit is the
operating segment, or a business unit one level below that operating segment, for which discrete financial information is
prepared and regularly reviewed by segment management.

The changes in the carrying amount of goodwill, by reporting segment, for the year ended February 2, 2008, are as follows:

Payless Stride Rite
(dollars in millions) Domestic  Stride Rite Retail Wholesale Consolidated
Balance as of February 3, 2007 $ 59 § - - 8 5.9
Goodwill acquired during the year 34.3 42.0 238.8 315.1
Balance as of February 2, 2008 $ 402 § 420 § 2388 % 321.0

Note 13 - Accrued Expenses and Other Liabilities

Major components of accrued expenses included:

(dolars in millions) 2007 2006

Profit sharing, bonus and salaries $ 468 § 68.3
Sales, use and other taxes 31.8 34.3
Income taxes 15.3 26.6
Accrued construction in process 1.7 17.7
Other accrued expenses 91.9 433
Total $ 2035 § 190.2

Major components of other liabilities included:

{dollars in millions) 2007 2006
Gross unrecognized tax benefits $ 498 ¢ -
Pension plan 50.3 29.6
Accried step rent 29.5 24.6
Deferred tenant improvement allowances, net 28.0 26.1
Derivative hability 235 -
Worker's compensation and general

liability insurance reserves 199 16.3
Other liabilities 53.2 358
Total $ 2542 3% 132.4

Note 14 - Long-term Debt

Long-term debt and capital-lease obligations were:

(dollars in millions) 2007 2006
Term loan facility 3 7232 % -
Senior subordinated notes* 197.8 197.6
Capital-lease obligations 1.3 0.5
Other - 4.0
Total debt 9223 202.1
Less: curtent maturities of long-term debt 7.4 0.4
Long-term debt $ 9149 § 201,7
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Future debt maturities as of February 2, 2008 are as follows:

Senior Capital
Subordinated  Term Loan Lease
Year Notes Facility Obligations Total

2008 5 - 5 73 % 0.1 § 7.4
2009 - 7.3 0.1 7.4
2010 - 73 0.1 74
2011 - 7.3 0.1 74
2mz2 - 7.3 0.1 7.4
Thereafter 200.0* 686.7 0.8 887.5
Total $ 2000 3 7232 § 13 3§ 924.5

* At February 2, 2008, the $200 million of 8.25% Senior Subordinated Notes are recorded at $197.8 million (net of $2.2
million discount). At February 3, 2007, the notes were recorded at $197.6 million (net of $2.4 million discount).

On August 17, 2007, the Company entered into a $725 million term loan (the “Term Loan Facility”) and a $350 million
Amended and Restated Loan and Guaranty Agreement (the “Revolving Loan Facility” and collectively with the Term Loan
Facility, the “Loan Facilities™), The Loan Facilities rank pari passu in right of payment and have the lien priorities specified in
an intercreditor agreement executed by the administrative agent to the Term Loan Facility and the administrative agent to the
Revolving Loan Facility. The Loan Facilities are senior secured loans guaranteed by substantially all of the assets of the
borrower and the guarantors, with the Revolving Facility having first priority in accounts receivable, inventory and certain
related assets and the Term Loan Facility having first priority in substantially all of the borrower’s and the guarantors’
remaining assets, including intellectual property, the capital stock of each domestic subsidiary, any intercompany notes owned
by the Borrower and the guarantors, and 66% of the stock of non-U.S. subsidiaries directly owned by borrower or a guarantor,

The Revolving Loan Facility matures on August 17, 2012. The Revolving Loan Facility bears interest at the London Inter-
Bank Offer Rate (“LIBOR™), plus a variable margin of 0.875% to 1.5%, or the base rate as defined in the agreement governing
the Revolving Loan Facility, based upon certain borrowing levels and commitiment fee payable on the unborrowed balance of
0.25%. The Revolving Loan Facility contains a total leverage ratio covenant and other various covenants including those that
may limit the Company's ability to pay dividends, repurchase stock, accelerate the retirement of other subordinated debt or
make certain investments. As of February 2, 2008, the Company was in compliance with all covenants. The facility will be
available as needed for general corporate purposes. The vartable interest rate including the applicable variable margin at
February 2, 2008, was 3.97%. No amounts were drawn on the Revolving Loan Facility as of February 2, 2008. Based on the
Company’s current borrowing base, the Company may borrow up to $296.2 million under its Revolving Loan Facility, less
$25.8 million in outstanding letters of credit as of February 2, 2008.

The Term Loan Facility matures on August 17, 2014. The Term Loan Facility amortizes quarterly in annual amounts of 1.0%
of the original amount, with the final installment payable on the maturity date. The Term Loan Agreement provides for
mandatory prepayments, subject to certain exceptions and limitations and in certain instances, reinvestment rights, from (a) the
net cash proceeds of certain asset sales, insurance recovery events and debt issuances, each as defined in the Term Loan
Agreement, and {b) 25% of excess cash flow, as defined in the Term Loan Agreement, subject to reduction so long as the total
leverage ratio, as defined in the Term Loan Agreement, is less than 2.0:1.0. Loans under the Term Loan Facility will bear
interest at the Borrower’s option, at either (a) the Base Rate as defined in the Term Loan Facility agreement plus 1.75% per
annum or (b) the Eurodollar (LIBOR-indexed) Rate plus 2.75% per annum, with such margin to be agreed for any incremental
term loans. The Term Loan Facility contains a total leverage ratio covenant and other various covenants including those that
may limit the Company's ability to pay dividends, repurchase stock, accelerate the retirement of other subordinated debt or
make certain investments. As of February 2, 2008, the Company was in compliance with all covenants.

On August 17, 2007, as part of the Stride Rite acquisition, the Company acquired and immediately repaid $46.0 million in
Stride Rite debt.
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In July 2003, the Company sold $200.0 million of 8.25% Senior Subordinated Notes (the “Notes™) for $196.7 million, due
2013. The discount of $3.3 million is being amortized to interest expense over the life of the Notes. The Notes are guaranteed
by all of the Company’s domestic subsidiaries. Interest on the Notes is payable semi-annually. The Notes contain various
covenants including those that may limit the Company’s ability to pay dividends, repurchase stock, accelerate the retirement of
other subordinated debt or make cerfain investments. As of February 2, 2008, the Company was in compliance with all
covenants. As of February 2, 2008, the fair value of the Notes was $188.3 million based on recent trading activity of the
Notes. On or after August 1, 2008, the Company may, on any one or more occasions, redeem all or a part of the Notes at the
redemption prices set forth below, plus accrued and unpaid interest, if any, on the Notes redeemed, to the applicable
redemption date:

Year Percentage

2008 104.125%
2009 102.750%
2010 101.375%
2011 and thereafter 100.000%

Note 15 - Lease Obligations

Rental expense for the Company’s operating leases consisted of:

{(dollars in millions) 2007 2006 2005

Minimum rentals 3 2906 $ 2706 % 2064.2
Contingent rentals based on sales 1.2 7.1 7.0
Real property rentals 297.8 2717 2712
Equipment rentals 2.5 03 0.3
Total $ 3003 % 278.0 § 271.5

Most store lease agreements contain renewal options and include escalating rents over the lease terms. Certain leases provide
for contingent rentals based upen gross sales. Cumulative expense recognized on the straight-line basis in excess of cumulative
payments is included in accrued expenses and other liabilities on the accompanying consolidated balance sheets. Certain of
the lease agreements provide for scheduled rent increases during the lease term, as well as provisions for renewal options. Rent
expense is recognized on a straight-line basis over the term of the lease from the time at which the Company takes possession
of the property. In instances where failure to exercise renewal options would result in an economic penalty, the calculation of
straight-line rent expense includes renewal option periods. Also, iandlord-provided tenant improvement allowances are
recorded as a liability and amortized as a credit to rent expense.

Future minimum lease payments under non-cancelable lease obligations as of February 2, 2008, were as follows:

Capital Operating

{dollars in millions) Leases Leases Total

2008 $ 01 § 2959 3% 296.0
2009 0.1 262.2 262.3
2010 0.1 2214 2215
2011 0.1 183.6 183.7
2012 0.1 145.8 145.9
2013 and thereafier 0.8 3587 359.5
Minimum lease payments $ 13 & 14676 §  1,468.9

Less: imputed interest component -
Present value of net minimum lease payments
included in current liabilities $ 1.3

At February 2, 2008, the total amount of minimum rentals to be received in the future under non-cancelable subleases was
$14.9 million.
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Note 16 - Common Stock Repurchases

The Company has repurchased the following:

2007 2006 2005
{doltars in millions, shares in thousands) Dollars Shares Dollars  Shares Dollars  Shares
Stock repurchase program § 471 2,387 § 1284 4960 § 704 3,234
Employee stock purchase, deferred compensation
and stock incentive plans 1.3 st 0.9 34 08 45

§ 484 2438 § 1293 4994 § 712 3,279

As of February 2, 2008, we had approximately $204.8 million of remaining commeon stock repurchase authorization from our
Board of Directors, Under the indenture governing our 8.25% Senior Subordinated Notes, we are restricted on the amount of
common stock we may repurchase. This limit may increase or decrease on a quarterly basis based upon our net eamings.

Note 17 — Derivatives

The Company has entered into an interest rate swap arrangement for $540 million to hedge a portion of its variable rate Term
Loan Facility. The interest rate swap provides for a fixed interest rate of approximately 7.75%, portions of which mature on a
series of dates through 2012. This derivative instrument is designated as a cash flow hedge for accounting purposes and the
change in the fair value of this instrument is recorded as a component of accumulated other comprehensive income. There was
no ineffectiveness in 2007 related to this derivative instrument.

As of February 2, 2008, the Company has recorded $23.5 million in other long term liabilities, with the offsetting amounts of
$14.3 million and $9.2 million recorded to accumulated other comprehensive income and deferred tax assets, respectively,
related to the fair value of the interest rate swap, Realized gains or losses on the hedging instrument occur when a portion of
the hedge settles or if it is probable that the forecasted transaction will not occur. Realized gains and losses are classified in
Interest Expense. For the 52 weeks ended February 2, 2008, the Company has realized gains of $0.5 million. Approximately
$7.9 million of the fair value of the interest rate swap in other long term liabilities is expected to be recognized in earnings
during the next 12 months.

Note 18 - Commitments and Contingencies

As of February 2, 2008, the Company has $101.8 million of royalty obligations consisting of minimum royalty payments for
the purchase of branded merchandise, $79.1 million of all future estimated pension obligations related to the Company’s
pension plans, $7.0 million of intangible asset obligations related to trademark purchases, $10.3 million of service agreement
obligations relating to minimum payments for services that the Company cannot avoid without penalty, $12.5 million of
employment agreement obligations related to minimum payments to certain of the Company’s executives and $16.3 million of
employee severance obligations related to payments to certain of the Company’s employees.

Other than as described below, there are no material pending legal proceedings other than ordinary, routine litigation incidental
to the business to which the Company is a party or of which any of its property is subject. Legal fees associated with pending
legal proceedings are expensed when incurred.

On or about February 3, 2004, a complaint was filed against the Company in the U.S. District Court for the Central District of
California, captioned K-Swiss, Inc. v. Payless ShoeSource, Inc. The Complaint seeks injunctive relief and unspecified
monetary damages for trademark and trade dress infringement, trademark dilution and unfair competition. On May 14, 2005, a
First Amended Complaint was filed, to include a breach of contract claim. The Company has fited an answer. The case is
currently assigned to Judge George P. Schiavelli who, on January 14, 2008, set the case for trial on July 8, 2008, with a pretrial
conference set for June 2, 2008. On October 12, 2006, the Company filed a suit against 5t. Paul Fire and Marine Insurance
Company (“St. Paul”), in Kansas state court seeking damages and a declaratory judgment that St. Paul is obligated to provide
coverage in connection with the underlying lawsuit brought by K-Swiss. On October 18, 2006, St. Paul filed a separate
declaratory judgment action in the U.S. District Court for the Central District of California seeking a declaration that there is

84




no coverage for the underlying lawsuit. The Company moved to dismiss the California action filed by St. Paul, which was
granted on February 12, 2007. On November 2, 2006, St. Paul removed the action from state court to the U.S. District Court
for the District of Kansas. Also, on November 2, 2006, St. Paul moved to transfer the Kansas action to the U.S. District Court
for the Central District of California, which was denied on January 10, 2007. On January 23, 2007, St. Paul filed a motion to
stay the Kansas Action until the underlying lawsuit is resolved, which was granted on March 2, 2007. The Company believes
it has meritorious defenses to the claims asserted in the lawsuit. An estimate of the possible loss, if any, or the range of the
loss cannot be made and therefore the Company has not accrued a loss contingency related to this matter. However, the
ultimate resolution of this matter could have a material adverse effect on the Company’s financial position, results of
operations and cash flows,

On or about December 20, 2001, a First Amended Complaint was filed against the Company in the U.S. District Court for the
District of Oregon, captioned adidas America, Inc. and adidas-Salomon AG v. Payless ShoeSource, Inc. The First Amended
Complaint seeks injunctive relief and unspecified monetary damages for trademark and trade dress infringement, unfair
competition, deceptive trade practices and breach of contract. The Company has filed an answer and a motion for summary
judgment which the court granted in part. On June 18, 2004, the plaintiff appealed the District Court’s ruling on the motion for
summary judgment. On January 5, 2006, the 9% Circuit Court of Appeals entered an order reversing the District Court’s partial
summary judgment order. The Company requested a rehearing en banc, which was denied by the 9" Circuit Court of Appeals.
On June 29, 2006, the Company filed a petition for writ of certiorari to the United States Supreme Court, which was denied on
October 2, 2006. By Order dated July 9, 2007, the case was assigned to a new judge for trial who subsequently set the pretrial
conference for April 1, 2008 and a 14-day trial beginning April 8, 2008. On December 21, 2007, the District Court entered an
Order granting, in part, adidas” summary judgment motion and dismissing several of the Company’s affirmative defenses
including laches, waiver and estoppel. In that same order, the District Court denied several of the Company’s summary
judgment motions, although the judge did dismiss adidas’ state law trademark dilution claims. On February 4, 2008, the
Company filed (with the Court’s permission) a motion to reconsider the District Court’s summary judgment rulings dismissing
the Company’s laches, waiver and estoppel defenses. The District Court requested additional briefing on Company’s motion
and will decide the motion without a hearing. The Company believes it has meritorious defenses to claims asserted in the
lawsuit. An estimate of the possible loss, if any, or the range of loss cannot be made and therefore the Company has not
accrued a loss contingency related to this matter. However, the ultimate resolution of this matter could have a material adverse
effect on the Company’s financial position, results of operations and cash flows.

On or about April 3, 2006, Crocs Inc. filed two companion actions against several manufacturers of foam clog footwear
asserting claims for patent infringement, trade dress infringement, and unfair competition, One complaint was filed before the
United States International Trade Commission (“ITC”) in Washington D.C. The other complaint was filed in federal district
court in Colorado. The Company’s wholly-owned subsidiary, Collective Licensing International LLC (“Collective
Licensing”), was named as a Respondent in the ITC Investigation, and as a Defendant in the Colorado federal court action.
The ITC published notice in the Federal Register on May 8, 2006, announcing that it is commencing an investigation into the
allegations contained in Crocs’ complaint. In accordance with federal law, the Colorado federal court action will be stayed
pending the outcome of the ITC investigation. A motion to stay the Colorado federal court action was filed on May 12, 2006.
In the ITC investigation, Crocs seeks an order and injunction prohibiting any of the respondents from importing or selling any
imported shoes that infringe Crocs’ patent and trade dress rights. In the federal court action, which, as noted above, will be
stayed, Crocs seeks damages and injunctive relief prohibiting the defendants from infringing on Crocs’ intellectual property
rights. On November 7, 2006, the Administrative Law Judge in the ITC action entered an order granting summary judgtent
of non-infringement of design patent No. D517,589 in favor of Collective Licensing and the other remaining respondents.
Further, because Crocs' expert and fact witnesses admitted that the recent versions of the shoes of all respondents did not
infringe the separate utility patent at issue, Crocs proposed that the trial, which was to commence on November 13, 2006, be
continued pending review. All respondents agreed not to oppose Crocs' request to continue the trial and on November 8, 2006,
the Administrative Law Judge entered an order on Crocs' motion postponing the trial indefinitely pending review of the
summary judgment motion by the ITC. On December 21, 2006, the ITC decided to review, in part, the initial determination
granting summary determination of non-infringement of design patent No. D51 7,589. On February 15, 2007, the ITC vacated
. the initial determination and remanded for further proceedings. On February 22, 2007, the Administrative Law Judge entered
an order extending the date for completion of the investigation to August 11, 2008; affirming his previous narrow claim
construction of design patent No. D517,789; and rejecting the claim construction proposed by Crocs.
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A hearing was held before the Administrative Law Judge from September 7-14, 2007, and all post-hearing briefings have been
completed. The deadline for an initial determination by the Administrative Law Judge is April 11, 2008, while the target date
for completion of the investigation is August 11, 2008. The Company believes it has meritorious defenses to the claims
asserted in the lawsuits and have filed an answer. An estimate of the possible loss, if any, or the range of loss cannot be made
and therefore the Company has not accrued a loss contingency related to this matter, However, the ultimate resolution of this
matter could have a material adverse effect on the Company’s financial position, results of operations and cash flows.

Note 19 - Segment Reporting

Prior to the acquisition of Stride Rite, the Company managed its business in two reporting segments: Payless Domestic and
Payless International. In the third quarter of 2007, as a result of the acquisition of Stride Rite, the Company added two
additional reporting segments. The Company now has four reporting segments: (i) Payless Domestic, (ii) Payless
International, (iii) Stride Rite Retail and (iv) Stride Rite Wholesale. The Company has defined its reporting segments as
foltows:

»  The Payless Domestic reporting segment is comprised primarily of domestic retail stores under the Payless
ShoeSource name, the Company’s sourcing unit and Collective Licensing.

s  The Payless International reporting segment is comprised of international retail stores under the Payless ShoeSource
name in Canada, the South American Region, the Central American Region, Puerto Rico, and the U.S. Virgin Islands.

s  The Stride Rite Retail reporting segment consists of Stride Rite’s retail stores and outlet stores.

* The Stride Rite Wholesale reporting segment consists of Stride Rite’s global wholesale operations.

Payless International’s operations in the Central American and South American Regions are operated as joint ventures in
which the Company maintains a 60% ownership interest. Minority interest represents the Company’s joint venture partners’
share of net earnings or losses on applicable international operations. Certain management costs for services performed by
Payless Domestic and certain royalty fees and sourcing fees charged by Payless Domestic are allocated to the Payless
Internationat segment. The total costs and fees amounted 1o $31.1 million, $24.1 miltion and $18.1 million during 2007, 2006
and 2005, respectively.
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The reporting period for operations in the Central and South American Regions use a December 31 year-end. The effect of this
one-month lag on the Company’s financial position and results of operations is not significant. Information on the segments is
as follows:

Payless Payless Stride Rite Stride Rite

{dollars in millions) Domestic [nternational Retail Whaolesale Consolidated
Fiscal year ended February 2, 2008
Revenues from external customers $ 2,2984 § 4270 § 949 § 2151 § 3,0354
Operating profit (loss) from

continuing operations 82.2 52.0 (15.4) (27.5) 91.3
Interest expense 45.9 0.8 - - 46.7
Interest income (10.5) (3.6) - (0.3) (14.4)
Earnings (loss) from continuing eperations

before taxes and minority interest 5 468 § 548 % (154) § 27.2) § 59.0
Depreciation and amortization s 884 § 151 § 29 S 109 § 117.3
Total assets s L1189 § 1738 § 98.0 $ 11,0245 § 2,415.2
Operating segment long-lived assets § 4508 § 64.0 § 276 § 526 S 595.0
Additions to long-lived assets $ 1674 3§ 170 § 33 8 L7 § 189.4
Fiscal year ended February 3, 2007
Revenues from external customers b3 23952 § 4015 § - $ - 3 2,796,7
Operating profit from continuing operations 115.9 50.5 - - 166.4
Interest expense 18.2 1.0 - - 9.2
Interest income (20.7) (2.0) - - (22.7)
Eamings from continuing operations before

taxes and minority interest g 1184 § 515 % - 3 - 5 169.9
Depreciation and amortization $ 754 § 142 % - 3 - 8 89.6
Total assets $ 1,2324 § 1950 $ - 3 - 3 1,427.4
Operating segment long-lived asscts $ 4245 § 586 § - % - % 483.1
Additions to long-lived assets $ 1464 § 127 % - 3 - 3 159.1
Fiscal year ended January 28, 2006
Revenues from extemnal customers $ 23060 $ 3597 § - $ - $ 2,665.7
Operating profit from continuing operations 83.4 343 - - 117.7
Interest expense 18.6 I.1 - - 19.7
Interest income (10.9) (1.4) - - (12.3)
Eamings from continuing operations before

taxes and minority interest $ 757 % 346 $ - % - % 110.3
Depreciation and amortization $ 776 $ 140 § - 8 - % 91.6
Total assets $ L1575 § 1570 § - 8§ - % 1,314.5
Operating segment long-lived assets $ 3680 § 645 8 - 8 - 8 4325
Additions to long-lived assets 3 543 § 53 8§ - 8 - 3 59.6

The following is a summary of revenue from external customers by geographical area:

{(dollars in millions) 2007 2006 2005
Domestic 5 25558 § 23952 § 2,306.0
International 479.6 401.5 3597

The following is a summary of long-lived assets by geographical area:

{dollars in millions) 2007 2006 2005
Domestic 5 5283 § 4245 § 368.0
International 66.7 58.6 64.5
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Note 20 - Shareowner Protection Rights Agreement

The Company has adopted a Stockholder Protection Rights Agreement (the “Plan™) which provides for a dividend of one right
(“Right™) for each outstanding share of the Company’s common stock. The Rights are separated by and traded with the
Company’s common stock. There are no separate certificates or markets for the Rights, and the Rights will expire on or before
May 21, 2008. No Rights were exercised under the Plan in fiscal 2007.

The Rights do not become exercisable or trade separately from the common stock unless 15% or more of the common stock of
the Company has been acquired, or after a tender or exchange offer is made for 15% or greater ownership of the Company’s
common stock. Should the Rights become exercisable; each Right will entitle the holder thereof to buy 1/100™ of a share of
the Company’s Series A Preferred Stock at an exercise price of $83.33.

Under certain circumstances, each Right “flips-in” and becomes a right to buy, for the exercise price, the Company’s common
stock at a 50% discount. Under certain other circumstances, each Right “flips-over” and becomes a right to buy, for the
exercise price, an acquirer’s common stock at a 50% discount.

The Rights may be redeemed by the Company for $0.01 per Right at any time on or prior to the first public announcement by
the Company of the acquisition by any person of beneficial ownership of 15% or more of the Company’s stock (or a later date
as determined by the Board of Directors).

Note 21 - Environmental Liability

In connection with the Stride Rite acquisition, the Company acquired a distribution facility with a related environmental
liabitity. The liability as of February 2, 2008 was $6.5 miilion, $1.0 million of which was included as an accrued expense and
$5.5 million of which was included in other long-term liabilities in the accompanying consolidated balance sheet. The
assessment of the liability and the associated costs were an estimate based upon available information after consultation with
environmental engineers, consultants and attorneys assisting the Company in addressing these environmental issues. As of
February 2, 2008, the estimated costs to address these environmental conditions ranged from $4.4 million to $8.8 million,
including $0.9 million of costs that have already been paid. Actual costs to address the environmental conditions may change
based upon further investigations, the conclusions of regulatory authorities about information gathered in those investigations
and due to the inherent uncertainties involved in estimating conditions in the environment and the costs of addressing such
conditions. Any changes to the estimated liability will be finalized as necessary, up to one year after the acquisition of Stride
Rite’s closing date, when information that is known to be available or obtainable is obtained. Any changes to the liability
within one year of this acquisition’s closing date will impact goodwill for this transaction.

Note 22 - Asset Retirement Obligations

During the fourth quarter of 2005, the Company adopted FASB Interpretation No. 47, “Accounting for Conditional Asset
Retirement Obligations -~ An Interpretation of FASB Statement No. 143" (“FIN 47"). FIN 47 clarified the timing of liability
recognition for legal obligations associated with the retirement of a tangible long-lived asset when the timing and (or) method
of settlement of the obligation are conditional on a future event. FIN 47 also clarified that an entity is required to recognize a
liability for the fair value of a conditional asset retirement obligation when a tangible long-lived asset is obtained, if the
liability’s fair value can be reasonably estimated. Please refer to Note 1 for further discussion regarding the Company’s
accounting for asset retirement obligations. Prior to this change, the Company expensed such asset retirement costs when
incurred. The initial adoption resulted in a charge of $4.1 million (net of income taxes and minority interest), which was
recorded as a cumulative effect of a change in accounting principle. The adoption increased net property and equipment by
$1.7 million, increased asset retirement obligations by $8.5 million, and increased deferred tax assets by $2.7 million.
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Note 23 - Impact of Recently Issued Accounting Standards

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements.” This statement defines fair value,
establishes a framework for using fair value to measure assets and liabilities, and expands disclosures about fair value
measurements. The statement applies whenever other standards require or permit assets or liabilities to be measured at fair
value. SFAS No. 157 is effective for fiscal years beginning after November 15, 2007. In February 2008, the FASB issued
FASB Staff Position No. FAS 157-1 (“FSP 157-17), “Application of FASB Statement No. 157 to FASB Statement No. 13 and
Other Accounting Pronouncements That Address Fair Value Measurements for Purposes of Lease Classification or
Measurement Under Statement 13”. FSP 157-1 amends SFAS No. 157 to exclude from its scope SFAS No. 13 and other
pronouncements that address fair value measurements for purpeses of lease classification or measurement. The scope
exception does not apply to assets acquired and liabilities assumed in a business combination that are required to be measured
at fair value (including assets and liabilities not related to leases). In February 2008, FASB issued Staff Position 157-2,
“Effective Date of FASB Statement No. 157”, (FSP 157-2) which delays the effective date of SFAS 157 for nonfinancial
assets and nonfinancial liabilities, except for items that are recognized or disclosed at fair value in the financial statements on a
recurring basis. The Company is evaluating the impact the adoption of SFAS No. 157 will have on its Consolidated Financial
Statements.

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and Liabilities.” This
statement permits entities to choose to measure many financial instruments and certain other iterns at fair value. If the fair
value option is clected, unrealized gains and losses will be recognized in earnings at each subsequent reporting date. SFAS
No. 159 is effective for fiscal years beginning after November 15, 2007. The Company does not believe the impact of this
adoption will have a material effect on its Consolidated Financial Statements.

In December 2007, the FASB issued SFAS No. 141(R), "Business Combinations”. SFAS No. 141(R) requires the acquiring
entity in a business combination to record all assets acquired and liabilities assumed at their respective acquisition-date fair
values, changes the recognition of assets acquired and liabilities assumed arising from contingencies, changes the recognition
and measurement of contingent consideration, and requires the expensing of acquisition-related costs as incurred. SFAS No.
141(R) also requires additional disclosure of information surrounding a business combination, such that users of the entity's
financial statements can fully understand the nature and financial impact of the business combination. SFAS No. 141(R)
applies prospectively to business combinations for which the acquisition date is on or after the beginning of the first annual
reporting period beginning on or after December 15, 2008. An entity may not apply it before that date. The provisions of
SFAS No. 141(R) will only impact the Company if it is party to a business combination after the pronouncement has been
adopted.

In December 2007, the FASB issued SFAS No. 160, "Noncontrolling Interests in Consolidated Financial Statements" {an
Amendment of Accounting Research Bulletin ("ARB 51"))”. SFAS No. 160 amends ARB 51 to establish accounting and
reporting standards for the noncontrolling interest in a subsidiary and for the deconsolidation of a subsidiary. The statement
requires consolidated net income to be reported at amounts that include the amounts attributable to both the parent and the
noncontrolling interest. It also requires disclosure on the face of the consolidated statement of income, of the amounts of
consolidated net income attributable to the parent and to the noncontroliing interest. In addition this statement establishes a
single method of accounting for changes in a parent's ownership interest in a subsidiary that do not result in deconsolidation
and requires that a parent recognize a gain or loss in net income when a subsidiary is deconsolidated. SFAS No. 160 becomes
effective for fiscal periods beginning after December 15, 2008. The Company is currently evaluating the impact the adoption
of SFAS No. 160 will have on its Consolidated Financial Statements.
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Note 24 - Related Party Transactions

The Company maintains banking relationships with certain financial institutions that are affiliated with some of the Company’s
Latin America joint venture partners. Total deposits in these financial institutions at end of 2007 and 2006 were $9.0 million
and $7.9 million, respectively. Total borrowings from the Company’s Latin American partners were $4.0 million as of the end
0f 2006. There were no borrowings as of the end of 2007. In addition, the Company recorded interest expense of $0.1

million, $0.2 million and $0.3 million during 2007, 2606 and 2005, respectively, related to these borrowings.

Mr. Matthew E. Rubel is the Company’s Chief Executive Officer and President. The Company began a relationship with
Celadon Group, Inc. (“Celadon™) in 2002. Mr. Rubel’s father-in-law, Stephen Russell, is Chairman of the Board and Chief
Executive Officer of Celadon. Pursuant to a competitive bid process, during 2006 Celadon won the right to be the primary
carrier on two of the Company’s transportation lanes. These lanes account for less than two percent of the Company’s
outbound line haul budget. The Company regularly competitively bids its line haul routes and as a result, Celadon could gain
or lose routes based upon its bids.

In June 2006, the Company entered into a Marketing and License Agreement with Ballet Theatre Foundation Inc., a nonprofit
organization, to use the American Ballet Theatre and ABT marks in connection with development, manufacture, marketing
promotion, distribution, and sale of certain dance footwear. Mr. Rubel became a Trustee of Ballet Theatre Foundation, Inc., in
January 2007,

Note 25 - Subsidiary Guarantors of Senior Notes - Consolidating Financial Information

The Company has issued Notes guaranteed by certain of its subsidiaries (the “Guarantor Subsidiaries™). The Guarantor
Subsidiaries are direct or indirect wholly owned domestic subsidiaries of the Company. The guarantees are full and
unconditional, to the extent allowed by law, and joint and several.

The following supplemental financial information sets forth, on a consolidating basis, the condensed statements of earnings for
the Company (the “Parent Company™), for the Guarantor Subsidiaries and for the Company’s non-guarantor subsidiaries (the
“Non-guarantor Subsidiaries™) and total consolidated Collective Brands, Inc. and subsidiaries for the 52 week period ended
February 2, 2008, the 53 week period ended February 3, 2007, and the 52 week period ended January 28, 2006, condensed
balanced sheets as of February 2, 2008, and February 3, 2007, and the condensed statements of cash flows for the 52 week
period ended February 2, 2008, the 53 week period ended February 3, 2007, and the 52 week period ended January 28, 2006.
With the exception of operations in the Central and South American Regions in which the Company has a 60% ownership
interest, the Non-guarantor Subsidiaries are direct or indirect wholly-owned subsidiaries of the Guarantor Subsidiaries. The
equity investment for each subsidiary is recorded by its parent in Other Assets.

The Non-guarantor Subsidiaries are made up of the Company’s operations in the Central and South American Regions,
Canada, Mexico, Germany, the Netherlands, the United Kingdom, Ireland, Australia, Bermuda, Saipan and Puerto Rico and
the Company’s sourcing organization in Hong Kong, Taiwan, China, Indonesia and Brazil. The operations in the Central and
South American Regions use a December 31 year-end. Operations in the Central and South American Regions are included in
the Company’s results on a one-month lag relative to results from other regions. The effect of this one-month lag on the
Company’s financial position and results of operations is not significant.

Under the indenture governing the Notes, the Company’s subsidiaries in Singapore are designated as unrestricted subsidiaries.

The effect of these subsidiaries on the Company’s financial position and results of operations and cash flows is not significant.
The Company’s subsidiaries in Singapore are included in the Non-guarantor Subsidiaries.
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CONDENSED CONSOLIDATING STATEMENTS OF EARNINGS

{(dollars in millions)

52 Weeks Ended February 2, 2008

Parent Guarantor  Non-guaranior
Company  Subsidiaries  Subsidiarics  Eliminations _Consolidated

Net sales $ - § 277089 8 1,0176 $ (69t.1y § 30354
Cost of sales - 1,938.6 752.3 646.4 2,044.5
Gross margin - 770.3 2653 (44.7) 990.9
Selling, general and administrative expenses 1.4 767.0 175.7 (44.7) 899.4
Restructuring charges - 0.2 - - 0.2
Operating (loss) profit from centinuing operations )] 31 89.6 - 91.3
Interest expense 373 29.1 1.1 (20.8) 46.7
Interest income - (29.2) (6.0} 20.8 (14.4)
Equity in earnings of subsidiaries (67.7) (73.4) - 141.1 -
Eamings from continuing operations before income taxes h

and minority interest 29.0 76.6 94.5 (141.1) 59.0
{(Benefit) / provision for income taxes {13.7 8.9 13.4 - 8.6
Eamings from continuing operations before minority interest 427 67.7 81.1 (141.1) 50.4
Minority interest, net of income taxes - - (1.7) - a.n
Net eamings $ 27 $ 67.7 § 734 § (141D § 427
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CONDENSED CONSOLIDATING STATEMENTS OF EARNINGS
(dollars in millions)

53 Weeks Ended February 3, 2007

Parent Guarantor  Non-guarantor
Company  Subsidiaries  Subsidiaries  Eliminations Consolidated

Net sales $ - 8 25226 % 8728 § (598.7) &  2,796.7
Cost of sales - 1,7324 674.5 (585.9) 1,821.0
Gross margin - 790.2 198.3 (12.8) 975.7
Selling, general and administrative expenses 4.5 706.3 110.5 (12.8) 808.5
Restructuring charges - 0.8 - - 0.8
Operating (loss) profit from continuing operations (4.5 83.1 87.8 - 166.4
Interest expense 39.0 1.2 1.0 (22.0) 192
Interest income - (41.6) (G.1) 22.0 (22.7)
Equity in earnings of subsidiaries (151.3) (67.4) - 2187 -
Eamings from continuing operations before income taxes

and minority interest 107.8 190.9 89.9 (218.7) 169.9
(Benefit) / provision for income taxes (14.2) 39.1 15.0 - 399
Eamings from continuing operations before minority interest 122.0 151.8 74.9 (218.7) 1300
Minority interest, net of income taxes - - _(4.6) - (4.6)
Net eamings from continuing operations 122.0 151.8 70.3 (218.7) 125.4
Loss from discontinued operations, net of income

taxes and minority interest - (0.5 2.9) = (3:4)
Net earnings $ 1229 § 1513 § 674 § {218.7) § 1220
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CONDENSED CONSOLIDATING STATEMENTS OF EARNINGS
(dollars in millions)

52 Weeks Ended January 28, 2006

Parent Guarantor ~ Non-guarantor
Company Subsidiaries Subsidiaries  Eliminations Consolidated

Net sales b - 8 24240 8 7225 % (480.8) §  2,665.7
Cost of sales - 1,687.4 560.4 (470.7) 1,777.1
Gross margin - 736.6 162.1 (10.1) 888.6
Selling, general and administrative expenses 4.6 673.5 99.1 (10.1) 767.1
Restructuring charges - 4.1 (0.3) - 3.8
Operating (loss) profit from continwing operations (4.6) 59.0 63.3 - 117.7
Interest expense 32.0 15 1.1 (14.9) 19.7
Interest income - 24.7) (2.5) 14.9 (12.3)
Equity in earnings of subsidiaries (91.1) (44.4) - 135.5 -
Eamnings from continuing operations before income taxes

and minority interest 54.5 126.6 64.7 (135.5) 110.3
{Benefit) / provision for income taxes (11.9) 28,0 14.7 - 30.8
Eamings from continuing operations before minority interest 66.4 98.6 50.0 (135.5) 79.5
Minority interest, net of income taxes - - {3.0) - (G.0)
Net earnings from continuing operations 66.4 98.6 47.0 {135.5) 76.5
Loss from discontinued operations, net of income

taxes and minority interest - (3.7 2.3) = (6.0)
Net eamnings before cumulative effect of change in

accounting principle 66.4 94.9 447 (135.5) 70.5
Cumulative effect of change in accounting principle, net of

income taxes and minority interest z 3.8 (0.3) = @.H
Net earnings 5 664 $ 91.1 $ 444 8§ (135.5) $ 66.4
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CONDENSED CONSOLIDATING BALANCE SHEET

As of February 2, 2008
(dollars in millions)
Parent Guarantor ~ Non-guarantor
Company  Subsidiaries  Subsidiaries  Eliminations Consolidated
ASSETS
Current Assets:
Cash and cash equivalents $ - 8 695 § 163.0 $ - 8 2325
Accounts receivable, net - §1.5 79 3.3 86.1
Inventories - 3975 76.1 (3.5) 470.1
Current deferred income taxes - 210 28 - 233
Prepaid expenses - 85.7 7.7 - 934
Other current assets 558 290.5 151.9 (466.7) 315
Current assets of discontinued operations - 0.8 - - 0.8
Tatat current assets 55.8 946.5 409.4 (473.%9) 938.2
Property and Equipment:
Land - 9.3 - - 93
Property, buildings and equipment - 1,263.4 176.7 - 1,440.1
Accumulated depreciation and amoriization - {(788.3) (110.1) - {898.4)
Property and equipment, net - 484.4 66.6 - 551.0
Intangible assets, net - 5324 27.1 - 559.5
Goodwill - 182.9 138.1 - 321.0
Deferred income taxes - - 1.5 - 1.5
Other assets 1,366.3 698,7 1.6 (2,022.6) 44.0
Total Assets $ 14221 § 28449 § 6443 § (2496.1) 5 24152
LIABILITIES AND SHARFOWNERS' EQUITY
Current Lizbilities:
Current maturities of long-term debt $ - $ 74 % - 8 - 8 1.4
Accounts payable - 132.5 183.2 (114.8) 2009
Accrued expenses 2358 2901 363 (358.7) 203.5
Current liabilities of discontinued operations - 1.3 - - i.3
Total current liabilities 2358 431.3 2195 (473.5) 4131
Long-term debt 481.0 715.9 1.1 (293.1) 9149
Deferred income taxes - 1114 1.5 - 112.9
Other liabilitics 24 2335 18.8 (0.5) 2542
Minority interest - - 17.2 - 17.2
Commitments and contingencies
Total shareowners' equity 702.9 1,352.8 376.2 (1,7298.0) 7029
Total Liabilities and Shareowners' Equity $ 14221 § 28449 § 6443 § (2.456.1) § 24152
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CONDENSED CONSOLIDATING BALANCE SHEET
As of February 3, 2007
(dollars in millions)

Parent Guarantor  Non-guarantor
Company Subsidiaries  Subsidiaries Eliminations Consolidated
ASSETS
Current Assets:
Cash and cash equivalents $ - % 2394 § 1320 $ - 3 3714
Short-term investments - 90.0 - - 90.0
Restricted cash - - 20 - 20
Accounts receivable, net - 15 0.3 - 38
Inventories - 282.8 83.5 (4.4) 361.9
Current deferred income taxes - 13.2 24 - 15.6
Prepaid expenses 0.6 40.2 57 - 46.5
Other current assets 423 11.8 57.6 (97.4) 143
Current assets of discontinued operations - 1.0 0.1 - 1.1
Total current assets 429 681.9 283.6 (101.8) 906.6
Property and Equipment:
Land - 6.6 - - 6.6
Property, buildings and equipment - 1,096.7 148.4 - 1,245.1
Accumulated depreciation and amortization - {741.4) {89.1) - (830.5)
Property and equipment, net - 361.9 59.3 - 421.2
Intangible assets, net - 39.6 - - 39.6
Goodwill - 59 - - 5.9
Deferred income taxes - 313 6.4 - 377
Other assets 1,315.4 460.2 L3 (1,760.5) 16.4
Total Assets $ 1,583 § 11,5808 § 3506 §  (1,862.3) § 1,427.4
LIABILITIES HAREQWNERS' EQUT
Current Liabilities:
Current maturities of long-term debt $ - 8 04 $ - § - 8 0.4
Noies payable - - 2.0 - 2.0
Accounts payable - 146.6 59.5 (20.5) 185.6
Accrued expenses 175.4 32.3 63.8 (81.3) 190.2
Current liabilities of discontinued operations - 2.1 - - 2.1
Total current liabilities 1754 181.4 125.3 {101.8) 380.3
Long-term debt 430.7 0.1 4.0 (283.1) 201.7
Deferred income taxes - - 0.2 - 0.2
Other liabilities 2.1 115.2 15.1 - 132.4
Minority interest - - 12.7 - 12.7
Commitments and contingencies
Total sharcowners’ equity 700.1 1,284.1 193.3 (14774 700.1
Total Liabilities and Shareowners' Equity $ 1,3583 $§ 11,5808 % 3506 $ (1,862.3) § 1,427.4
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CONDENSED CONSOLIDATING STATEMENT OF CASH FLOWS
For the 52 Weeks Ended February 2, 2008
(dollars in millions)

Operating Activities:
Net eamings

Adjustments for non-cash items included in net eamings:

Loss on impairment of and disposal of assets
Depreciation and amortization
Provision for losses on accounts receivable
Share-based compensation expense
Deferred income taxes
Minonty interest, net of income taxes
Income tax benefit from share-based compensation
Excess tax benefit from share-based compensation
Interest income on held-to-maturity investments
Changes in working capital;
Accounts receivable, net
Inventories
Prepaid expenses and other current assets
Accounts payable
Accrued expenses
Other assets and liabilities, net
Net cash (used in) provided by discontinued operations
Cash flow provided by operating activities
Investing Activities:
Capital expenditures
Restricted cash
Proceeds from sale of property and equipment
Intangible asset additions
Purchases of investments
Sales and maturities of investments
Acquisition of businesses, net of cash acquired
Cash flow used in investing activities
Financing Activities:
Repayment of notes payable
Issuance of debt
Repayment of debt
Payment of deferred financing costs
Issuances of common stock
Purchases of common stock
Excess tax benefit from share-based compensation
Contributions by minority owners
Distributions to minority owners
Dividends to parent
Cash flow (used in) provided by financing activities
Effect of exchange rate changes on cash

(Decrease)/ingrease in cash and cash equivalents
Cash and cash equivalents, beginning of year

Cash and cash equivalents, end of year

Parent Guarantor ~ Non-guarantor
Company  Subsidiaries  Subsidiaries  Eliminations Consolidated
$ 427 % 677 § 734 § (141.1) § 42.7
- 6.1 il - 7.2
1.9 93.0 224 - 1173
- 0.9 6.6 - 1.5
- 14.9 (0.3) . 14.6
. (21.9) (3.2) . (25.1)
- - 1.7 - 1.7
- 2.6 - - 26
- (24) - - 2.4)
- (0.6) . . (0.6)
- 5.0 4.4 33 12.7
- 55.9 256 (0.9} 80.6
(12.9) (27.3) (96.7) 1134 (23.5)
- (79.1) 13i.4 (94.3) (42.0)
60.4 40.7) (28.9) (21.5) (30.7)
(52.4) 223 (83.7) 144.5 30.7
. (0.6) 0.1 - (0.5)
39.7 95.8 53.9 3.4 192.8
- (150.3) (17.1) (167.4)
- - 2.0 - 2.0
- 2.9 - - 29
- - (0.6) - 0.6)
. (6.1) . - (6.1)
- 96.7 - - 96.7
: (888.7) 11.0 - {877.7)
- (945.5) (4.7) . (950.2)
: - (2.0) - 2.0)
- 725.0 24.4 (24.4) 725.0
. (78.7) . 23.4 (55.3)
- (12.7) - . (12.7)
8.7 - . . 8.7
(48.4) - . . {48.4)
- 2.4 - - 2.4
- . 24 (2.4) -
- . (2.4) - 2.4)
- 43.8 (43.8) - -
(39.7) 679.8 (21.4) (3.4) 615.3
- - 32 - 3.2
. (169.9) 310 . (138.9)
- 239.4 132.0 - 371.4
5 - 3 69.5 § 163.0 § - § 232.5
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For the 53 Weeks Ended February 3, 2007
(dollars in millions)

CONDENSED CONSOLIDATING STATEMENT OF CASH FLOWS

Parent Guarantor ~ Non-guarantor
Company  Subsidiaries Subsidiaries  Eliminations Consolidated
QOperating Activities:
Net eamings $ 1220 § 1513 % 674 § (2187 § 122.0
Loss from discontinued operations, net of income taxes
and minority interest - 0.5 29 - 34
Adjustments for non-cash items included in net earnings:
Loss on impairment of and disposal of assets - 8.7 1.6 - 10.3
Depreciation and amortization 0.9 74.3 14.4 - 89.6
Share-based compensation expense - 11.0 1.2 - 12.2
Deferred income taxes - (1.4) 10.5 - 9.1
Minority interest, net of income taxes - - 46 - 4.6
Income tax benefit from share-based compensation - 8.6 - - g6
Excess tax benefit from share-based compensation - (8.0) - - (8.0)
Interest income on held-to-maturity investments - (3.6) - - (3.6)
Changes in working capital:
Accounts receivable, net - 0.2 0.2) - -
Inventories - (11.5) (20.1) 1.8 (29.8)
Prepaid expenses and other current assets (14.2) 23.8 (32.7) 14.1 (9.0)
Accounts payable - {14.5) (6.2) 363 15.6
Accrued expenses 1239 (107.2) 41.2 (52.2) 5.7
Other assets and liabilities, net (150.4) (67.7) 24 2187 30
Net cash used in discontinued operations - (1.2) (2.8) - {4.0)
Cash flow provided by operating activities 82.2 63.3 84.2 - 229.7
Investing Activities:
Capital expenditures - (103.8) (14.8) - (118.6)
Proceeds from sale of property and equipment - 46 - - 4.6
: Intangible asset additions - (15.5) - - (15.5)
: Purchases of investments - (214.9) 0.7) - (215.6)
| Sales and maturities of investments - 187.0 1.2 - 188.2
Investment in subsidiaries - (1.5 - 1.5 -
Cash flow used in investing activities - (144.1) (14.3) 1.5 (156.9)
Financing Activities:
Repayment of debt - 0.4) 2.4) - 2.8
Payment of deferred financing costs - 0.2) - - (0.2)
[ssuances of common stock 41.1 - - - 47.1
Purchases of common stock (129.3) - - - (129.3)
Dividends to parent - 2.3 2.3) - -
Excess tax benefits from share-based compensation - 8.0 - - 8.0
Contributions by / distributions to parent - - 1.5 (1.5) -
Distributions to minority owners - - (1.5) - (1.5)
Net cash provided by discontinued operations - - 1.2 - 1.2
Cash flow (used in) provided by financing activities (82.2) 9.7 3.5 (1.5) (77.5)
Effect of exchange rate changes on cash - - 2.1 - (2.1)
{Dectease) increase in cash and cash equivalents - {(7L.1) 64.3 - {6.8)
Cash and cash equivalents, beginning of year - 310.5 67.7 - 378.2
Cash and cash equivalents, end of year b - 8 2394 % 1320 % - 3714
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CONDENSED CONSOLIDATING STATEMENT OF CASH FLOWS
For the 52 Weeks Ended January 28, 2006
(dollars in millions)

Operating Activities;
Net camings

Loss from discontinued operations, net of income taxes

and minority interest

Adjustments for non-cash items included in net earnings:
Cumulative effect of change in accounting principle,

net of income taxes and minority interest

Loss on impairment of and disposal of assets

Depreciation and amortization
Share-based compensation expense
Deferred income taxes

Minority interest, net of income taxes

Income tax benefit from share-based compensation
Interest income on held-to-maturity investments

Changes in working capital;
Accounts receivable, net
Inventories
Prepaid expenses and other current assets
Accounts payeble
Accrued expenses

Other assets and liabilities, net
Net cash used in discontinued operations

Cash flow provided by operating activities
Investing Activities:

Capital expenditures

Restricted cash

Proceeds from sale of property and equipment

Purchases of investments
Sales and maturities of investments
Investrment in subsidiaries
Dividends from subsidiaries
Net cash used in discontinued operations
Cash flow used in investing activities

"Financing Activities:

Repayment of notes payable

Issuance of debt

Repayment of debt

Issuances of common stock

Purchases of common stock
Contributions by / distributions to parent

Dividends to parent
Net cash provided by discontinued operations

Cash flow (used in) provided by financing activities

Effect of exchange rate changes on cash

Increase (decrease) in cash and cash equivalents

Cash and cash equivalents, beginning of year
Cash and cash equivalents, end of quarter

Parent Guaramtor  Non-guarantor
Company  Subsidiaries  Subsidiaries  Eliminations Consolidated
$ 664 $ 91.1 $ 44 5 (1355 8 6.4
- 37 2.3 - 6.0
- 38 0.3 - 4.1
- 7.9 1.9 - 9.8
0.2 81.7 9.7 - 91.6
1.3 - - - 1.3
- 11.7 20 - 13.7
- - 0 - 30
6.5 - - - 6.5
- (1.3 . - (1.3)
- (0.9) 0.5 - (0.4)
- 5.8 7.9 {0.2) 13.5
(1.9) (31.2) 19.1 224 (1.6)
- 29.4 @7 (17.7) 9.0
44.3 (23.3) (7.0) (4.5) 9.5
(85.2) (42.7) (1.2) 135.5 6.4
- (8.3) 2.3) - (10.6)
216 127.4 71.9 - 226.9
- (59.8) (4.5) - 64.3)
- - 1.0 - 1.0
- 12 - - 1.2
- (145.9) (0.5) - (146.4)
- 110.0 - - 110.0
- (1.7} - 1.7 -
- 85.1 - (85.D -
- - {0.1) - 0.1y
- (1L.1) @.1) (83.4) (98.6)
- - 1.0 . (1.0)
- - 1.2 - 1.2
. 0.3 (1.2) - (1.5
49.6 - - - 49.6
(71.2) - . - (71.2)
- . 1.7 amn .
- - (85.1) 85.1 .
- - 0.9 - 0.9
(21.6) {0.3) (83.5) 83.4 (22.0)
- - 0.9 - 0.9
- 116.0 {8.8) - 107.2
- 194.5 76.5 - 271.0
$ - 5 3105 % 67.7 $ - $ 3782
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

None.
ITEM 9A. CONTROLS AND PROCEDURES
Disclosure Controls and Procedures

As of the end of the period covered by this Form 10-K for fiscal 2007, we carried out an evaluation, under the supervision and
with the participation of our principal executive officer and principal financial officer, of the effectiveness of the design and
operation of our disclosure controls and procedures. Based on this evaluation, our principal executive officer and principal
financial officer concluded that our disclosure controls and procedures (as defined in Rules 13a-14(c) and 15d-14{c} under the
Securities Exchange Act of 1934) are effective and designed to ensure that information required to be disclosed in periodic
reports filed with the SEC is recorded, processed, summarized and reported within the time period specified. Our principal
executive officer and principal financial officer also concluded that our controls and procedures were effective in ensuring that
information required to be disclosed by us in the reports that we file or submit under the Act is accumulated and communicated
to management including our principal executive officer and principal financial officer, or persons performing similar
functions, as appropriate to allow timely decisions regarding required disclosure.

Management’s Annual Report on Internal Control over Financial Reporting and the Report of Independent Registered
Public Accounting Firm

Management’s annual report cn internal control over financial reporting and the report of independent registered public
accounting firm are incorporated by reference to Item 8 of this Form 10-K.

Changes in Internal Control over Financial Reporting

There were no changes in our internal control over financial reporting during the fourth quarter of 2007 that have materially
affected, or are reasonably lkely to materially affect, our internal control over financial reporting, except as follows:

On August 17, 2007, the Company acquired Stride Rite, whose financial statements constitute approximately Corporation’s
financial statements constitute approximately $88 million and $1,123 million of net and total assets, respectively, $310 million
of revenues, and a net loss of $27 million of the consolidated financial statement amounts as of and for the year ended
February 2, 2008. As permitted by the rules of the SEC, the Company has excluded Stride Rite from its annual assessment of
the effectiveness on internal control over financial reporting for the year ending February 2, 2008, the year of acquisition.
Management continues to evaluate Stride Rite’s internal controls over financial reporting.

ITEM 9B, OTHER INFORMATION
None.
PART III
ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

The Board of Directors has established a standing Audit and Finance Committee which currently consists of Mr. John F.
McGovern — Chairman, Mr. Daniel Boggan Jr., Mr. Howard R, Fricke, Mr. Robert F, Moran, and Mr. David Scott Olivet. The
Board has determined that each of the members of the Audit and Finance Committee are audit committee financial experts (as
that term is defined under Item 401(h) of Regulation S-K) and are independent.

Qur Code of Ethics, formerly known as the Policy On Business Conduct, is applicable to all associates including our principal
executive officer, principal financial officer, principal accounting officer, and persons performing similar functions is available
on our website at www.coflectivebrands.com. The charters for the Board of Directors, the Audit and Finance Commitiee, and
the Compensation Nominating and Governance Committee are also available on our investor relations website. The Company
intends to satisfy its disclosure requirements under Item 10 of form 8-K, regarding an amendment to or waiver from a
provision of its Code of Ethics by posting such information on our website at www.collectivebrands.com.
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a) Directors - The information set forth in the Company’s definitive proxy statement to be filed in connection with its Annual
Meeting to be held on May 22, 2008, under the captions “Election of Directors - Directors and Nominees for Director -
Directors Subject to Election - Continuing Directors and Retiring Director” and “Additional Information - Section 16(a)
Beneficial Ownership Reporting Compliance” is incorporated herein by reference.

b) Executive Officers - Information regarding the Executive Officers of the Company is as set forth in Item | of this report
under the caption “Executive Officers of the Company.” The information set forth in the Company’s definitive proxy
staternent to be filed in connection with its Annual Meeting to be held on May 22, 2008, under the caption “Additional
Information - Section i6(a) Beneficial Ownership Reporting Compliance” is incorporated herein by reference.

ITEM 11. EXECUTIVE COMPENSATION

No member of the Compensation, Nominating and Governance Committee (Ms. Magnum, Ms. Hofer, Messrs. Wheeler and
Weiss) has served as one of the Company’s officers or employees. None of the Company’s executive officers named in the
Summary Compensation Table (included in the Company’s proxy statement) serve as a member of the board of directors or as
a member of a compensation committee of any other company that has an executive officer serving as a member of the
Company’s Board or the Compensation, Nominating and Governance Committee.

The information set forth in the Company’s definitive proxy statement to be filed in connection with its Annual Meeting to be
held on May 22, 2008, under the captions “Board Compensation,” “Compensation Committee Interlocks and Insider
Participation,” “Compensation, Nominating and Governance Committee Report,” “Compensation, Discussion and Analysis,”
“Summary Compensation Tables,” “Fiscal 2007 Grants of Plan Based Awards,” ‘“Qutstanding Equity Awards at the end of
Fiscal 2007,” “Fiscal 2007 Options Exercises and Stock Vested,” “Pension Benefits for Fiscal 2007, “Nonqualified Deferred
Compensation for Fiscal 2007” and, “Potential Payments upon Termination or Change in Control” is incarporated herein by
reference,

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED STOCKHOLDER MATTERS

The information set forth in the Company’s definitive proxy statement to be filed in connection with its Annual Meeting to be
held on May 22, 2008, under the caption “Beneficial Stock Ownership of Directors, Nominees, Executive Officers and More
Than Five Percent Owners” is incorporated herein by reference.

The following table summarizes information with respect to the Company’s equity compensation plans at February 2, 2008
(shares in thousands):

Number of Securities
Remaining Avaiiable for

Number of Securities Weighted-Average Future Issuance Under
to be Issued Upon Exercise Price of Equity Compensation Plans
Exercise of Qutstanding Qutstanding QOptions, (Excluding Securities

Plan category Options, Warrants and Rights Warmants and Rights Reflected in Column (a)
Equity compensation plans approved by

security holders 4383 § 19.42 2,544 W
Equity compensation plans not approved

by security holders 648 20.65 .
Total 5,031 19.62 2,544

(1) Includes up to 2,544 thousand shares that may be issued under the Company’s 2006 Stock Incentive Plan, The amount does not include up to
5,495 thousand shares that may be purchased under the Payless Stock Ownership Plan and up te 320 thousand shares that can be issued under the
Company’s Restricted Stock Plan for Non-Management Directors.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR
INDEPENDENCE

The Company began a relationship with Celadon Group, Inc. (“Celadon”) in 2002. Mr. Rubel’s father-in-law, Stephen
Russell, is Chairman of the Board and Chief Executive Officer of Celadon. Pursuant to a competitive bid process, during 2006

100




Celadon won the right to be the primary carrier on two of the Company’s transportation lanes. These lanes account for less
than three percent of the Company’s outbound line haul budget. The Company periodically competitively bids its line haul
routes and as a result, Celadon could gain or lose routes based upon its bids.

In June 2006, the Company entered into a Marketing and License Agreement with Ballet Theatre Foundation Inc., a nonprofit
organization, to use the American Ballet Theatre and ABT marks in connection with development, manufacture, marketing
promotion, distribution, and sale of certain dance footwear. Mr, Rubel became a Trustee of Ballet Theatre Foundation, Inc., in
January 2007.

The information set forth in the Company’s definitive proxy statement to be filed in connection with its Annual Meeting to be

held on May 22, 2008 under the captions “Election of Directors — Directors and Nominees for Director,” and “Charters and
Corporate Governance Principles — Independence of Directors and Nominees for Director,”

ITEM 14, PRINCIPAL ACCOUNTANT FEES AND SERVICES
The information regarding principal accounting fees and services is incorporated herein by reference to the material under the
heading “Principal Accounting Fees and Services” of the Company’s definitive proxy statement to be filed in connection with
its Annual Meeting to be held on May 22, 2008.
PART 1V
ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES
(a) Financial Statements and Schedules:
The financial statements are set forth under Item 8 of this Annual Report on Form 10-K. Other than as set forth
below, financial statement schedules have been omitted since they are either not required, not applicable, or the

information is otherwise included.

SCHEDULE II-VALUATION AND QUALIFYING ACCOUNTS

Balance at Charged to Balance at

(dollars in millions) beginning of period  costs and expenses Deductions'" end of period
Year ended January 28, 2006

Allowance for doubtful accounts $ 09 § 08 3 08) § 0.9

Deferred tax valuation allowance 6.4 1.9 (0.5) 7.8

Sales return reserve 1.2 9.5 %.3) 1.4
Year ended February 3, 2007

Allowance for doubtful accounts $ 09 3 Lo 3 (14) § 0.5

Deferred tax valuation allowance 7.8 (L.1) - 6.7

Sales return reserve 1.4 10.1 (10.1) 1.4
Year ended February 2, 2008

Allowance for doubtful accounts g 05 § 35 % (L.5) § 25

Deferred tax valuation allowance 6.7 0.4 (1.3) 5.8

Sales retum reserve 14 239 {22.0) 33

(1) With regard to allowances for doubtful accounts, deductions relate to uncollectible receivables (both accounts and
other receivables) that have been written off, net of recovenies. For the deferred tax valuation allowsance, deductions
relate to deferred tax assets that have been written off. For sales returns, deductions related to actual returns.

{(b)  Exhibits

Number Description
3i Amended and Restated Certificate of Incorporation of Payless ShoeSource, Inc., a Delaware
corporation (the “Company™) (1)
32 Amended and Restated Bylaws of the Company (2)
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Number
33
4.1

42

43

10.1
10.2

10.3
10.4

10.5
10.6

10.7
10.8

10.9
10.10
10.11

10.12

10.13
10.14

10.15
10.16
10.17

10.18

10.19
10.20
10.21
10.22

10.23

Description
Certificate of Amendment of the Company’s Certificate of Incorporation (12)

Stockholder Protection Rights Agreement, dated as of Apri] 20, 1998, between the Company and
UMB Bank, N.A (1)

Indenture, dated as of July 28, 2003, among Payless ShoeSource, Inc. and each of the Guarantors
named therein and Wells-Fargo Bank Minnesota, National Association as Trustee, related to the
8.25% Senior Subordinated Notes Due 2013 (3)

Exchange and Registration Rights Agreement, Dated July 28, 2003, among Payless ShoeSource,
Inc. and each of Guarantors named therein and Goldman Sachs & Co. as representative of the
Several Purchasers (3)

Amended and Restated Tax Sharing Agreement, dated as of April 2, 1996, by and between The
May Department Stores Company and Payless ShoeSource, Inc. (4)

Sublease, dated as of April 2, 1996, by and between The May Department Stores Company and
Payless ShoeSource, Inc, (5)

Payless ShoeSource, Inc. 1996 Stock Incentive Plan, as amended September 18, 2003 (6)

Stock Plan for Non-Management Directors of Collective Brands, Inc., as amended August 17,
2007*

Form of Employment Agreement between Payless ShoeSource, Inc., and certain of its executives
(N

Collective Brands, Inc. Supplementary Retirement Account Plan, as amended and restated January
1,2008 *

Payless ShoeSource, Inc., 401(k) Profit Sharing Plan, as amended effective August 1, 2007 *

Form of Change of Control Agreement between Payless ShoeSource, Inc. and certain of its
executives (8)

Form of Directors” Indemnification Agreement (7)
Form of Officers’ Indemnification Agreement (8)

Payless ShoeSource, Inc. Deferred Compensation Plan for Non-Management Directors, as amended
September 18, 2003 (6)

The Stock Appreciation and Phantomn Stock Unit Plan of Collective Brands, Inc. and its
Subsidiaries for Collective Brands International Employees, as amended April 17, 2007 *

Collective Brands, Inc. Employee Stock Purchase Plan, as amended August 17, 2007 *

Assumption Agreement, dated as of May 22, 1998, by and between Payless ShoeSource, Inc.
(Missouri) and Payless ShoeSource Holdings, Inc. (1)

Collective Brands, Inc. Deferred Compensation Plan, as amended and restated January 1, 2008 *
Collective Brands, Inc. Incentive Compensation Plan as amended August 17, 2007 *

Amended and Restated Loan and Guaranty Agreement, dated August 17, 2007, by and among
Collective Brands Finance, Inc. as Borrower, the Guarantors thereto as Credit Parties, the Lenders
signatory thereto and Wells Fargo Retail Finance, LLC as the Arranger and Administrative

Agent (12)

Employment Agreement between Payless ShoeSource, Inc. and Matthew E. Rubel accepted and
agreed to June 17, 2005 (9)

Form of Restricted Stock Award Agreement (10)

Form of Stock Settled Stock Appreciation Rights Award Agreement (10)

2006 Collective Brands, Inc. Stock Incentive Plan, amended August 17, 2007 *

Term Loan Agreement, dated as of August 17, 2007 (the “Term Loan™), among Collective Brands
Finance, Inc, as Borrower, and the Lenders party thereto and CitiCorp North America, Inc., as
Administrative Agent and Collateral Agent (12)

Amendment to Employment Agreement between Payless ShoeSource, Inc. and Matthew E. Rubel
accepted and agreed to June 4, 2007*

102




Number
10.24
10.25
10.26

10.27
2L
23.1
31.1

31.2

32.1
322

*

(1)
(2)
3)
(4)
&)
(6)
7
@®)
(9
(10)
(11}
(12)

Description
Form of Performance Share Unit Agreement (11)

CEO Restricted Stock Award Agreement (11)

Amendment to Matthew E. Rubel’s Change of Control Agreement made as of the 4” day of June
2007, by and between Payless ShoeSource, Inc. and Matthew E. Rubel (11)

Second Amendment to the Term Loan Agreement dated as of March 11, 2008*
Subsidiaries of the Company *
Consent of Independent Registered Public Accounting Firm *

Certification Pursuant to Rules 13(a)-14(a) and 15(d)-14(a) under the Securities Exchange Act of
1934, as amended, of the Chief Executive Officer and President *

Certification Pursuant to Rules 13(a)-14(a) and 15(d)-14(a) under the Securities Exchange Act of
1934, as amended, of the Senior Vice President, Chief Financial Officer and Treasurer *

Certification Pursuant to 18 U.S.C. 1350 of the Chief Executive Officer and President.*
Centification Pursuant to 18 U.S.C. 1350 of the Senior Vice President, Chief Financial Officer and
Treasurer *

Filed herewith.

Incorporated by reference from the Company’s Current Report on Form 8-K (File Number 1-14770) filed
with the SEC on June 3, 1998

Incorporated by reference from the Company’s Annual Report on Form 10-K (File Number 1-14770) for
the fiscal year ended January 30, 1999, filed with the SEC on April 12, 1999

Incorporated by reference from the Company’s Quarterly Report on Form 10-Q (File Number 1-14770)
for the quarter ended August 2, 2003, filed with the SEC on September 12, 2003

Incorporated by reference from Exhibit 10.1 of the Company’s Form 10-Q (File Number 1-1633) for the
quarter ended May 4, 1996

Incorporated by reference from the Company’s Registration Statement on Form 1¢ (File Number 1-
11633) dated February 23, 1996, as amended through April 15, 1996

Incorporated by reference from the Company’s Registration Statement on Form S-4 (File Number 333-
109388) filed with the SEC on October 2, 2003, as amended

Incorporated by reference from the Company’s Annual Report on Form 10-K (File Number 1-14770) for
the year ended February 1, 2003, filed with the SEC on April 18, 2003

Incorporated by reference from the Company’s Annual Report on Form 10-K (File Number 1-14770) for
the year ended January 31, 2004, filed with the SEC on April 9, 2004

Incorporated by reference from the Company’s Current Report on Form 8-K (File Number 1-14770) filed
with the SEC on June 22, 2005

Incorporated by reference from the Company’s Annual Report on From 10-K (File Number 1-14770) for
the year ended February 2, , 2007, filed with the SEC on April 3, 2007

Incorporated by reference from the Company’s Current Report on Form 8-K (File Number 1-14770) filed
with the SEC on June 3, 2007

Incorporated by reference from the Company’s Current Report on Form 8-K (File Number 1-14770) filed
with the SEC on August 17, 2007

The Company will furnish to steckholders upon request, and without charge, a copy of the 2007 Annual
Report and the 2008 Proxy Statement, portions of which are incorporated by reference in the Form 10-K.
The Company will furnish any other Exhibit at cost.

(¢} Financial Statement Schedules have been either omitted due to inapplicability or because required information is
shown in the Consolidated Financial Statements, Notes thereto, or Item 15(a).
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Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly caused this

SIGNATURES

report to be signed on its behalf by the undersigned, thereunto duly authorized.

Date; April 1, 2008

COLLECTIVE BRANDS, INC.

By: /s/ Ullrich E. Porzig

Ullrich E. Porzig

Senior Vice President - Chief Financial
Officer and Treasurer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following
persons on behalf of the registrant and in the capacities and on the dates indicated.

/s/ Matthew E. Rubel Date
Chief Executive Officer,

President and Director

(Principal Executive Officer)

/s/ Howard R. Fricke Date
Chairman of the Board and Director

/s/ Judith K. Hofer Date
Director
/s/ Robert C. Wheeler Date
Director
/s/ Michael A. Weiss Date
Director
{s/ Mylle H. Mangum Date
Director

. April 1, 2008

: April 1, 2008

. April 1, 2008

- April 1, 2008

. April 1, 2008

. April 1, 2008

/s/_Ullrich E. Porzig Date: April 1, 2008
Senior Vice President - Chief

Financial Officer and Treasurer

{Principal Financial and Accounting Officer)

{s/ Daniel Boggan Jr. Date: April 1, 2008
Director
s/ David Scott Olivet Date: April 1, 2008
Director
{s/ John F. McGovern Date: April 1, 2008
Director
{s/ Robert F. Moran Date: April 1, 2008
Director
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MANAGEMENT
DIRECTOR

Matthew E. Rubel (2}

Chief Executive Officer and President

NON-MANAGEMENT
DIRECTORS

Howard R. Fricke (1)(2}(3)
Retired Chairman of the Board
The Security Benefit Group of
Companies

Daniel Boggan Jr.(3)
Retired Senior Vice President
National Collegiate Athletic Association

Judith K. Hofer (4)

Retail Consultant

Mylle H. Mangum (2)(4*)
Chief Executive Officer
18T Enterprises, LLC

John F. McGovern (2)(3*)
Partner
Aurora Capital, LLC

Robert F. Moran (3)
President and Chief Operating Officer
PetSman, Inc.

D. Scott Olivet (3)
Chief Executive Cfficer
Cakley, Inc.

Michael A. Weiss (4)
Chief Executive Officer
Express LLC

Robert C. Wheeler (4)
Chairman and Chief
Executive Officer

Hill's Pet Nutrition, Inc.

COLLECTIVE BRANDS, INC.

Matthew E. Rubel”

Chief Executive Officer and President

Darre! J. Pavelka™
Executive Vice President
Global Supply Chain

Douglas J. Treff”

Executive Vice President
Chief Administrative Officer

Paul J. Fenaroli
Division Senior Vice President
Corporate Strategy

Eric C. Gordon

Division Senior Vice President
Chief Information Officer

Michael Jeppesen
Division Senior Vice President
Global Sourcing/Product Development

Jay A. Lentz**
Senior Vice President
Human Resources

Michael J. Massey**

Senior Vice President,
General Counsel and Secretary

Ullrich E. Porzig**
Senior Vice President,
Chief Financial Officer and Treasurer

John D. Smith
Division Senior Vice President,
Store Development

** Executive Committee of the Company

COLLECTIVE LICENSING
INTERNATIONAL, LLC

Bruce T. Pettet
President and Chief Executive Officer

THE STRIDE RITE
CORPORATION

Gregg S. Ribatt

President and Chief Executive Officer

PAYLESS SHOESOURCE, INC.

Eran Cohen
Senior Vice President
Chief Marketing Officer

Michael J. Fine
Senior Vice President
GMM/Children's and Men's

Stephen J, Gish
Senior Vice President
Retail Operations

Theodore O. Passig
Senior Vice President
GMM/MWomen's and Accessories

Scott K. Ramsland

Senior Vice President
GMM/International Merchandising
and Corporate Sales

CORPORATE HEADQUARTERS

Collective Brands, Inc.
3231 S.E. Sixth Avenue
Topeka, KS 66607-2207
785.233.517

COMMON STOCK

Shares of Collective Brands, Inc. are listed and
traded on the New York Stock Exchange.
The trading symbal is PSS.

INFORMATION REQUESTED

Copies of the corporation’s annual report to
Stockholders; the Form 10-K, annuat report to the
Securities and Exchange Commission {"SEC"); the
Form 10-Q, guarterly reports to the SEC; current
reports to the SEC on Form B-K and quarterly
earnings releases are available on the corpora-
tion’s website at www.collectivebr m, or
by writing to Investor Relations at the corporate
headquarters or by calling Investor Relations at
785.559.6538.

COLLECTIVE BRANDS
ON THE INTERNET

Recent press releases issued by the Corporation

are available at www.collectivebrands.com.
STOCKHOLDER INQUIRIES

Stockholder inguiries regarding stock transfer,
{ost certificates or address changes should be
directed to the stock transfer agent and registrar:

Computershare Trust Cormnpany, N.A.
P.O. Box 43078

Providence, Rl 02940-3078
781.575.4706

The bank requests that certificates be sent by
registered mail. The e-mail address for the bank
is web.queries@computershare.com. Stockhold-
ers can view their account balance and more at
www.computershare.com.

Securities analysts, stockholders and investment
professicnals should direct inquiries regard-
ing Collective Brands, Inc. and its business to
Jamas M, Grant, Director — Investor Relations,
785.559.5321.

{1} Non-Management Chairman of the Board of

Coffective Brands, Inc.

{2) Executive Committea of the Board

{3} Audtt and Finrance Committee

{4} Compensation, Nominating and Governance Commuttes
* Chairman
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